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COMMONWEALTH OF MASSACHUSETTS
DEPARTMENT OF TELECOMMUNICATIONS AND ENERGY

BERKSHIRE GAS COMPANY D.T.E. 01-56

S’ N N N N

INITIAL BRIEF OF THE ATTORNEY GENERAL

I. INTRODUCTION

Pursuant to the briefing schedule established by the Department of Telecommunications
and Energy (“Department”) in this proceeding, the Attorney General submits his Initial Brief
responding to the Petition of Berkshire Gas Company (“Berkshire” or “Company”) for a$ 4.6
million or 9 % increase in gas distribution rates (the “ Petition” or “Filing”) under G. L. ¢ 164, 88
1E and 94. |n addition to the proposed rate increase, the Company also seeks an opportunity to
recover $ 62 million of costs related to the acquisition of its parent company, Berkshire Energy
Resources (“BER”), by Energy East Corporation (“Energy East”).

After review of the filing and supporting evidence, the Attorney General requests that the
Department reject Berkshire’s Ten Y ear Rate Plan (“Rate Plan™) and the recovery of any merger

related costs. The Company’ s Rate Plan does nat provide any tangible benefits for customers,

! Effective January 1, 1999, Berkshire Energy Resources (“BER”) became the parent holding
company for three affiliates: The Berkshire Gas Company, Berkshire Propane and Berkshire
Service Solutions. BG-1, p. 6. On September 1, 2000, BER merged with Mountain Merger LLC
(“Mountain”), awholly-owned subsidiary of the Energy East Corporation (“Energy East”). Id.
The Company did not seek prior Department approval of the merger with Mountain. Tr. 9, p.
1072. After thismerger, Energy East effectively controls all the BER subsidiaries, including the
Company, through the ownership and control of BER.
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either in terms of providing a reasonable structure for a Performance Based Rate (“PBR”) Plan
or for the possibility of reduced rates resulting from the Company’ s acquisition by Energy East.
Although particular prablems with the individud elements of the Rate Freeze and the Price Cap
Formulawill be discussad below, the Rate Plan, with its use of a“fictiond” test year, only
guarantees that the customers of the Company, who now have some of the highest gas
distribution rates in the Commonwealth, will experience rate increases for eight out of the ten
years of the plan.

Prior to its acquisition by Energy East, Berkshire had only one price inarease in the last
nine years. Now under the proposed rate plan, customers will not see one penny of benefit from
the acquisition. The Rae Plan guarantees that shareholders will retain dl the benefits of reduced
operating costs. The Company’s proposed Rate Plan will cause significant harm to customers
and thus should be rejected by the Department.

Asiscustomary in arate proceeding, the Attorney General will provide his final
recommendations conceming the Company's revenue requirements in schedules attached to his
Reply Brief.

A. OVERVIEW OF THE COMPANY’S PETITION

On July 17, 2001, Berkshirefiled tariffs with the Department seeking to increase its base
rates by approximately $4.6 million to be effective August 1, 2001. Exh. BG-1, p. 2. Inorder
to recover the aleged revenue deficiency, the Company proposes to increase distribution rates an
average of 9%. The Company’sfiled rate plan has a proposed period of ten years and contains
various features. Id. First, Berkshire requested that the Departmernt cal culate the Company’s
revenue requirement as a “ stand alone” enterprise to adjust for any costs related to the
Company’ s recent acquisition by the Energy East Corporation (“ Energy East”), although the
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Company nonethel ess seeks permission to recover an acquisition premium. Tr. 9, pp. 1071-72.
Second, the Company requested a 31-month rate freeze followed by a Price Cap Mechanism
(“PCM”) without an earnings sharing component. Third, Berkshire sought to have the
Department review the rate plan’s performance at the five year mark with the possibility of early
termination during the seventh year. Fourth, Berkshire proposed significant rate structure
changes: replacement of the seasonal rate designwith an annual rate design for residential,
small commercial and industrial customers and the introduction of aload factor gas recovery
mechanism.

B. PROCEDURAL HISTORY

On July19, 2001, the Department suspended the effective date of the requested rate
increase until February 1, 2002, and opened aninvestigation into Berkshire's proposal. Notice
of Inquiry (“NOI”), July 19, 2001. On July 27, 2001, the Attorney General intervened as of right
pursuant to G. L. c. 12, 811E, and commenced filing discovery by agreement with the Company.
On August 20 and 22, 2001, the Department conducted public hearingsat the Pittsfield City
Hall and Greenfield High School Auditorium, respectively. On August 23, 2001, the
Department convened a procedural conference to establish a schedule for discovery, hearings
and briefs. At this conference, the Department allowed the Massachusetts Department of
Energy Resources (“DOER”) and the Low Income Affordability Network (“LEAN") to
intervene as full participants.”? Dueto the large size, complexity and timing of the filing, the

interveners, including the Attorney General, were allowed six working days to draft an initial

2 The Department allowed the Southern Union Company, Western Massachusetts Electric
Company, NSTAR GasCompany, Fitchburg Gas & Electric Light Company, Associated
Industries of Massachusetts (“AIM”) and KeySpan Energy to intervene aslimited participants.
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brief after the close of hearings under the Department’ s procedural schedule.® Procedural Order,
August 28, 2001.

The parties continued to engage in discovery, and on September 28, 2001, the Attorney
Genera designated a cost of service witness, Paul Chernick of Resources Insight, Inc. On
October 1, 2001, the Attorney Genera filed a motion to dismiss the Company’s petition for
failure to comply with the implementation order for G. L. c. 164, 81E pursuant to Service
Quality Standards, D.T.E. 99-84 (2001).* The Company opposed the motion. Although the
Attorney General requested that the motion be addressed on a short order of notice, the motion
has not yet been acted upon.

Evidentiary Hearings commenced on October 3, 2001, and continued until November 2,
2001. During the evidentiary hearings, Berkshire presented numerous witnesses, each of whom
offered testimony on avariety of topics with a certain degree of overlap. Fourteen days of
hearings were originally scheduled, but this number ultimately grew to seventeen. The
Department imposed a witness panel approach imposed as the outside witnesses routinely
deferred answering questions by claiming reliance on information prepared by the Company’s
own employees. E.g., Tr. pp. 1883-1884. Asageneral matter, the Company proposed that the
witnesses testify in the following manner: Dr. Kenneth Gordon, an outside consultant, on the
PCM plan and the productivity factor; Robert Allessio, president and chief executive office, on
policy and the Whately LNG facility; Karen Zink, vice president of marketing and resource

planning, on cost of service, rate design and the PCM; John Kruszyna, manager of internal audit

® Thisfigure was increased to seven working daysupon oral motion of the Attorney General.

* The Attorney General’ smotion to dismiss was joined by the DOER and AIM by |etter
endorsement.



and taxes, on accounting, cost of service and cast off rates; Jennifer Boucher, rates and planning
administrator, on cost of gas adjustment clause (“*CGAC”) and weather normalization; Paul
Moul, an outside consultant, on rate of return for cast off rates, James Aikman, an outside
consultant, on depreciation for cast off rates; Paul Normand, an outside consultant, on rate
design; and, James Harrison, also on rate design. BG-1, pp. 6-7.

Pursuant to 220 C.M.R. §81.04 and 1.10(1), on October 11, 2001, the DOER moved to
strike the testimony of Dr. Gordon on the specific price cap mechanism proposed by the
Company in this Petition citing his lack of familiarity with certain underlying facts necessary to
form an expert opinion. Motion to Strike, pp. 5-7, October 11, 2001. The Department denied
this motion and the DOER appeal ed to the Commissioners. This appeal is still pending.

On October 12, 2001, the Attorney General filed rebuttal testimony of Paul Chernick
regarding the Company’s use of a MBA allocator in the rate design, and the Company initiated
discovery. The Company was granted an opportunity to submit aform of surrebuttal testimony
by conducting the re-direct examination of James Harrison on arguments raised by the testimony
of Paul Chernick. Tr. 15, p. 1728. On November 2, 2001, the Attorney General’ s rebuttal

witness testified and the Department concluded the hearings.

II. STANDARD OF REVIEW

Unlike other recent mergers of Massachusetts utilities, the Department did not review

Berkshire's acquisition by Energy East prior to its completion.® As aresult, the Company cannot

> The Department has held that:
[a]n evaluation of the Rate Plan in a merger context necessitates an
examination of those feaures of the Rate Plan that are intended to
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seek the approval of arate plan in the context of a Department approval merger pursuant to the
public interest standard contained in G.L. c. 164, 8§ 96. Berkshire can only attempt a general
distribution rate increase under the just and reasonable standard of G.L. c. 164, § 94. Rather than
proposing to freeze rates at alevel that has been determined by the Department to be just and
reasonable, the Compary, by this rate filing, seeks higher distribution rates.

In reviewing rate increase proposals by a utility company under G. L. ¢ 164, § 94, the
Department must determine whether the proposed rates are just and reasonable.® Berkshire Gas
Company, D.P.U. 96-67, p. 6 (1996). Since incentiveregulation acts as an aternative to
traditional cost of service regulation, the “just and reasonable” standard of 894 also appliesto
PBR plans. Boston Gas Company, D.P.U. 96-50, p. 242 (1996) (Phase ). “ The burden of
proving the propriety of arate increase remains with the utility seeking the increase.” Town of

Hingham v. Department of Telecommunications and Energy, 433 Mass. 198, 213-14 ( 2001)

provide for recovery of the costs associated withthe merger.

Accordingly, in making a determination pursuant to G.L. c. 164, s.

94 whether the rates that would result from the Rate Plan are just

and reasonable and in the public interest, the Department's

judgment isinformed by the G.L. c. 164, s. 96 public interest

standard.
BEC Energy / ComEnergy, D.T.E. 99-19, p. 8 (1999). Since the Company, inter alia, did not
seek either prior Department approval for the merger or atimely request for deferral of the
balancing test required by Mergers and Acquisitions, D.P.U. 93-167-A, pp. 7-9 (1995) and BEC
Energy / ComEnergy, D.T.E. 99-19, pp. 7-12 , the standards found in those decisions are
inapplicable to the rate case now under consideration. The Attorney Genera has appealed the
merger decisionsin BEC Energy / ComEnergy, D.T.E. 99-19 and Eastern Enterprises-Colonial
Gas Company, D.T.E. 98-128 (1999) and frames his arguments, as he must, in this case with the
understanding that those Department’ s orders are enforceable until modified or overturned by
the Massachusetts Supreme Judicial Court. Asthe appeals are still pending, nothing in this brief
should be construed as an adverse admission or waiver of any legal or factual argument that the
Attorney General may make in the pending appeals.



citing Metropolitan District Commission v. Department of Public Utilities, 352 Mass. 18, 24
(1967); Wannacomet Water Co. v. Department of Public Utilities, 346 Mass. 453, 463 (1963).
The Company bears the burden to prove each and every element of its case by a preponderance
of “such evidence as a reasonable mind might accept as adequate to support aconclusion.” G. L.
c. 30A, 81(6); Fitchburg Gas and Electric Light Company, D.T.E. 99-118, p. 7, n.5 (2001). If
the Company failsto carry this burden, the Depatment must deny the Company’ s requested rate
treatment for the proposed adjustment.  Fitchburg Gas & Electric Light Company. v.

Department of Public Utilities, 375 Mass. 571, 582-583 (1978).

III. THE PROPOSED RATE PLAN

A. INTRODUCTION AND DESCRIPTION OF THE PLAN

There are three main elements to Berkshire’s Plan. First, the Company seeks to increase
base rates by approximately $4.6 million. Exh. BG-1, p. 2. Aspart of thisrequest, the
Company requested that the Department cal cul ateits revenue requirement on a “stand alone”
basis (i.e, asif the acquisition by EE had not occurred) in an attempt to eliminate any savings
associated with the Energy East acquisition. This approach allows Berkshire an opportunity to
recover merger costs on agoing forward basis to the extent that the merger results in actual net

savings.” Exh. BG-1, pp. 20, 23; Exh. BG-5, p. 3.

” In addition to recovering merger expenses through the fictional “stand alone” calculations,
the Company also seeks a second chance to recover merger costs and the acquisition premium.
If the Department does nat accept the rate plan exadly as proposed, then Berkshire will seek to
divert savings from the BP portfolio optimization agreement approved in D.T.E. 01-41 from
customers to offset merger-related costs. Exh. BG-22, p. 5; Tr. 8, pp. 954-959. The Company
also seeks recovery of lost base revenues (“LBR”) resulting from the implementation of energy
efficiency programs.



Second, the Company isrequesting a price-cap mechanism. After theinitid rate
increase, Berkshire is proposing a 31-month rate freeze. The freeze will also suspend the
application of the Service Quality (“*SQ”) measures.® Following the freeze, the rates would be
subject to automatic adjustment though the operation of the PCM. At the five year mark the
Company proposed a Department review of the plan with the possibility of early termination
during the seventh year. Unless terminated, the plan would continue for afull ten years.

Third, the Company is requesting a change in ratedesign. The Company proposes to
adopt asimplified Market Based Allocator (*“MBA”) as the method of implementing load factor

based cost of gas adjustments (“CGA™").

B. THE COMPANY’S RATE PLAN IMPOSES A NET HARM TO
CUSTOMERS AND IT SHOULD BE REJECTED

The Company’ s Rate Plan does not provide any benefits for customers, either in terms of
providing areasonable structure for or a PBR or for providing customers with the possibility of
receiving reduced rates as aresult of the Company’s acquisition by Energy East. In fact, the

Rate Plan functions to harm consumers.

1. THE COMPANY PROPOSES A RATE FREEZE AT AN INFLATED LEVEL
a. The Company’s “Standalone” Cost Of Service Is Not
Representative Of Its Actual Test Year Costs, Nor Its Expected
Rate Year Costs

The Company proposesto determine its pro forma base rate revenue requirement in this

® The Attorney General continues to maintain thethat Company did not properly file an
service quality plan with the rate petition as required by the Department’ s order for the reasons
aready stated in the Attorney General’s motion to dismiss. The Attorney General incorporates
by reference the arguments on this topic made in section I11 of DOER'’siinitial brief.
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case based on a“stand alone” cost of service. Exh. BG-5, p. 3. That is, the Company seeksto
set rates as though the acquisition did not occur. It clamsto have eliminated all of the costs and
savings associated with its acquisition by Energy East that are reflected in its balance sheet and
income statement before it determined the pro forma cost of service. Id.

After the rate increase, the Company’s plan further provides for a 31 month base rate
freeze and then annual rae increases based upon a price cap formula of the inflation rate less a
consumer dividend of one percent. Exh. BG-22, pp. 9-10. Although the Company admits that
the “stand alone” treatment with the subsequent price cap increases might result in arevenue
requirement that is higher than its actual cost of providing service, the Company maintains that
this approach is necessary to allow an opportunity to recover the costs of the acquisition. Exh.
BG-1, p. 20.

The Department has traditionally set rates based on the costs to provide gas utility service
including areturn on and of the investment in utility service. Asthe Depattment stated in
Incentive Regulation, D.P.U. 94-158, pp. 3-4 (1995):

Since the time of its establishment by the Massachusetts Legislature in 1919, the

goal of the Department has been to ensure that the public utility companies it

regulates provide safe, reliable , and |east-cost service to Massachusetts

consumers. In seeking to achieve this goal, the Department has traditiondly

relied on cost-of-service / rate-of-return regulation (* COS/ROR”) to determine

rates. COS/ROR reguation permits utilities to charge rates that allow them to

recover reasonable operating expenses and to earn afair return on investment.

The Company’s Rate Plan fails to satisfy the Department’ s Incentive Regulation, “least cost”

ratemaking principles? Berkshire’s“standalone” cost of service treatmernt creates “ phantom”

°® Asinarate case under G.L. c. 164, s. 94, the burden of demonstrating thet a particular
incentive proposal is consistent with this standard is on the proponent; a proponent must
demonstrate that the proposal is consistent with the Department's goal of "provid[ing] a
framework that ensures that the utilitiesit regulates provide safe, reliable, and least-cost service.”

9



costs to ensure that rateswill be higher. The Company characterizes this scheme as creating an
incentive for savings, when it is simply a mechaniam for increasing rates beyond those that are
| east-cost.™
To be consistent with Department precedent, anincentive plan must “deliver service to
customers at lower prices and encourage innovdive services,” not simply maintain or increase
ratesto levels that are higher than rates that are just and reasonable. Incentive Regulation,
D.P.U. 94-158, p. 53. Asthe Department has indicated, “[f]irst and foremost, any plan must
credibly assign benefits to customers, whether in the form of lower pricesor increased service,
that improve on what would have been offered under current regulation.” Id., p. 54. The
Berkshire Plan provides endless rate increases unaccompanied by benefits to customers.
Therefore, the Department should remove all of the Company’s “standalon€’ adjustments that
cause its cost of serviceto increase prior to determining arevenue requirement.
b. The Company Did Not Seek Approval Of The Merger With
Energy East Nor Did The Department Approve The
Acquisition Premium And Other Related Merger Costs
The Company’s Rate Plan proposes to recover costs associated with Energy East
acquisition of Company’s parent, BER. Exh. BG-1, p. 20. These costs include not only the $61
million acquisition but also $5 million in other acquisition related costs. Exh. AG-10-12, p. 2.
The Department establishes rates for utility service under G.L. c. 164, 8 94 based on a

“just and reasonable” rates. See e.g. Berkshire Gas Company, D.P.U. 96-67, p. 6 (1996). The

Notice of Inquiry a 1, H Mergers and Acquisitions, D.P.U. 93-167-A at 4. Incentive Regulation,
D.P.U. 94-158, p. 52.

19 1f, asthe Company claims there are savings assod ated with the acquisition, then these
savings have already been created and already exist. Raising rates, therefor, will have no further
bearing on these savings, which are already in place.

10



Company has not met its burden of proof showingthat it should be allowed to recover an
acquisition premium and acquisition related costs, which represent an amount greater than the
Company’s total investment in utility operations, as represent by its requested rate base in this
case. The Company has neither sought a prior determination by the Department of the
reasonableness of the acquisition by East Energy nor has it proved that the acquisition costs are
reasonable. The Company may, therefore, not recover these amounts. The Company’s
customers cannot be expected to pay for costs that have nothing to do with the provision of gas
distribution service and the Department cannot allow the Company even the opportunity to
recover any such costs without a specific finding that the acquisition itself and the amount of
costs being sought for recovery were reasonable and necessary. Id.

c. The Company Has Not Shown That There Will Be Any
Savings As A Result Of the Merger

The Company asserts that there will be savings as aresult of its acquisition by Energy
East to offset the acquigtion premium and acquigtion related costs. The Company, however,
has not shown that therewere any true savings directly related to any synergies associated with
the acquisition. Even the Company’s cost of service witness, Mr. Kruszyna, could not quantify
the expected savings over one year much less the expected savings over the term of the proposed
Rate Plan. Tr. 9, pp. 1068-1069. Without any showing that there are savings to offset the
expected costs that the Company seeks to recover from its customers, the Department cannot
allow recovery of those costs. North Attleboro Gas / Southern Union, D.T.E. 00-26, p. 10

(2000).
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2. PRrRICE CAP FORMULA
a. Introduction
The Company proposesas part of its Rate Plan toimplement a Price Cap formula that
will subject rates to annual increases beginningin September of 2004. The model for the Price
Cap formulathat the Company proposes in this case is similar, although nat the same as those
approved by the Department for other utilities Rate Plans. See Boston Gas Company, D.P.U. 96-
50 (1996) and NYNEX, D.P.U. 94-50 (1996). The genera formula provides for annual changes

to the Company’ s rates based on the equation:

where P isthe percent change in the overall average rate; | isthe rate of increasein costs; X is
the rate of change in productivity; and Z are any changes in exogenous cods or benefits,
including service quality penalties expressed as a percent of the Compary’s revenues.* Exh.
BG-22 and Tr. 14, pp. 1509-1510. The Department should reject the Company’ s proposed Price
Cap formula because Berkshire has provided essentially no evidence to support its proposed
productivity factor and has proposed an expandve definition of allowable exogenous costs

contrary to Department precedent.

1 The Company’ s formulasindicate that exogenous costs will be added to the Price Cap
formula but Ms. Zink, during cross-examination from the Department, clarified that exogenous
costs could be either positive or negative depending on whether the increase or decrease the
Company’scosts. Tr. 3, pp. 291-292.
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b. Inflation Index

The inflation index that the Company has chosenfor its proposed Price Cap formulais
the Gross Domestic Product Price Index (“GDPR”). Exh. BG-22, pp. 11-12. The GDPPI isa
widely used, objectivemeasure of inflation in the economy that is published by the federal
government. Id. The GDPPI isthe same index used by the Department in each of the Price Cap
formulas it has approved to date. Boston Gas Company, D.P.U. 96-50, p. 273 (1996) and
NYNEX, D.P.U. 94-50, p. 141 (1996). Consistent with precedent, if the Department were to
approve a Price Cap formula, it should continue to use the GDPPI as proposed by the Company.

c. The Company Has Not Provided Any Support For Its
Proposed Productivity Factor

The Company proposes to include its Price Cap formula with a productivity factor or X-
Factor of one percent. BExh. BG-22, pp. 12-13. The Company sponsored the testimony of Mr.
Kenneth Gordon, a consultant who testified about the appropriate productivity factor. Exh. BG-
3, pp. 21-24. Mr. Gordon based his analysis inthis case on the studies and analysis contained in
aprior Department proceeding concerning Boston Gas Company’s Price Cap Plan. Boston Gas
Company, D.P.U. 96-50 (1996). Exh. BG-3, p. 22. Mr. Gordon’s testimony, however, does not
provide the Department with substantial evidence to support the proposed productivity factor.
To the contrary, the evidence indicates that the productivity factor for Berkshire should be much
higher than the factor the Department set for the Boston Gas Company.

The Department should note that Mr. Gordon is not an expert witness regarding the
magnitude of productivity factorsto be used in Price Cap plans for gas utility companies. He

admitted during cross-examination that he has never in his career performed a productivity study
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for any gas distribution company.*? Tr. 1, pp. 23-24. The Department, therefore, should give
Mr. Gordon’ s testimony little weight and his testimony should not be the basis of a Department
decision on thisissue. More importantly, neither Mr. Gordon nor any other Company witness
performed a Berkshire specific productivity study. Tr. 1, p. 23. Mr. Gordon and the Company
merely rely on the analyses and results from the 1994 Boston Gas Company studies. The Boston
Gas studies, by themselves without any further analysis, are insufficient to provide an
evidentiary basis to support an appropriate productivity factor for Berkshire.

Three elements critical to the Boston Gas record are absent in this case. First, Boston
Gas Company sponsored the testimonies of two expert witnesses who actually performed studies
to measure the productivity of Boston Gas operations. Boston Gas Company, D.P.U. 96-50, p.
264, n. 120 (1996). Rather than relying on conjecture or broad-brush stroke assumptions, Boston
Gas company actually had experts perform a quantitative analysis with statistics. 1d., pp. 271-
273. Second, one of the most important analyses performed by those witnesses was to show that
Boston Gas operations were as productive as those of other comparable gas distribution
companies. Id., pp. 274-279. If the uility is not as productive as other similar companies, then
using an industry productivity factor without some adjustment would be counter productive,
since it would allow the utility to continue itsinefficient ways. Finally, Boston Gas used all of
the data available in its productivity studies, including the most recent information it coul d find.
1d.

Berkshire Gas Company, on the other hand, hasfailed to provide any of these three

critical elements. First, it did not perform any quantitative analysis regarding its productivity.

2 Neither has Mr. Gordon performed a productivity study regarding the telgphone industry in
which he started his career. Tr. 1, p. 15.
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Second, the Company has failed to show that its productivity is comparable to that of Boston
Gas Company or the gas distribution companies in the North East United States. Third,
Berkshire failed to update the study for the most recent information available.

These failures by the Company are significant, enphasizing the improprigty of simply
adopting the Boston Gas factor. The Company has some of the highest rates for gas
transportation service of any of the gas utilities in the Massachusetts. Tr. 2, pp. 185-186.
Allowing a productivity factor equal to that of Boston Gas would permit the Company to extract
uneconomic rents for its customers. Updating the Boston Gas study for the information through
year 2000 (the Boston Gas study covered the period 1984 to 1994), woud increase the number
of years of data being studied by 50 percent. Importantly, the authors of the Boston Gas Study
themsel ves recognized the importance of performing an update to the study at the end of their
rate plan in 2001, in order to adjust for the changing environment. Exh. AG-3.

Berkshire Gas Company has failed to meet is burden of proof. Thereisno credible
evidence in the record to support the use of the same productivity factor for Berkshire that the
Department set for Boston Gas Company. To the contrary, given Berkshire srelative
inefficiency, the Company should have a higher productivity factor than Boston Gas to correct
for the inefficiencies bult into its cost of serviceand rates.

d. The Exogenous Costs Should Conform To Department
Precedent

The Company’ s proposed Price Cap formula includes an adjustment to rates for
exogenous costs. The exogenous costs are generally defined as the costs that are outside the
Company’s control and that do not effect the economy in general. Boston Gas Company D.P.U.

95-50 (Phasel) , p. 292 (1996). Specificaly, the Company proposes to define exogenous costsas
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costs that are in aggregate annual revenue requirement amounts of $50,000 (with inclusion of
individual items over $10,000) and are in the following areas:

D Accounting, legidlative, regulatory or tax changes;

2 An*“act of god” (force majeure);

(©)) Changes in Demand Side Management Policy; and

4 L ost base revenues not recovered through the rolling period method.

Exh. BG-22, pp. 13-14. The Company’s proposed exogenous cost definition greatly

exceeds the definition of exogenous costs adopted by the Department in the other rate plansiit
has approved for other Massachusetts utilities. Accordingly, the Department should reject the
Company’ s expansive definition.

The Department has been consistent in the definition of exogenous costs included
in the many rate plans that is has approved prior to thiscase. NYNEX, D.P.U. 94-50, pp. 172-
172 (1995); Boston Gas Company D.P.U. 95-50 (Phasel) , p. 292 (1996); Bay State Gas
Company, D.T.E. 98-31, p. 17 (1998); Essex Gas Company, D.T.E. 98-27, p. 19 (1998);
Colonial Gas Company, D.T.E. 98-128 p. 55 (1999). In Boston Gas Company, D.P.U. 96-50,
the first decision regarding a gas distribution company, the Department found the exogenous
costs that should be included in a price cap formula should include the following:

[E]xogenous costs shall be defined as positive ar negative changes

actually beyond the Company’s control and not reflected in the

GDP-PI, including, but not limited to, cost changes resulting from:

- changes in tax laws that uniquely affect the locd gas
distribution industry;
- ch((:jounti ng changes unique to the local gas distribution industry;

- regulatory, judicial, or legidative changes uniquely affecting the
local gas distribution industry.

16



As stated above, proponents of exogenous cost recovery will bear the burden of
demonstrating that the costs were (1) beyond the company’ s control, and (2) not
reflected in the GDP-PI. Finally, the Department rejects the Company’ sproposal
that exogenous costs ina particular year be consdered on a cumulative basis
when determining whether the $500,000 threshold was exceeded.

Boston Gas Company D.P.U. 95-50 (Phase 1), pp. 291-292 . The Company has not
provided any new arguments or any new evidence that should cause the Department to
reconsider or change itswell-founded precedent with regard to exogenous costs. Reasoned
consistency requires that the Department continue to use the same definition of exogenous costs
for asit hasfor all of the other rate plansif it isto approve any price cap formulafor the
Company inthiscase. Boston Gas Company v. Department Public Utilities, 367 Mass. 92, 104
(1975).

IV. REVENUE REQUIREMENT

A. REVENUES
1. THE DEPARTMENT SHOULD DENY THE COMPANY’S PROPOSAL
To ApJUST TEST YEAR REVENUES FOR ANTICIPATED CHANGES
IN RATE DESIGN
The Company proposesto reduce test year revenues by $54,344 for an articipated
change rate design. Exh. BG-6, Schedule JJK-22, Exh. BG-25, p.7. The proposed adjustment
reflects the Company’ s anticipation of moving these customers off of rates Q-42, Q-43, Q-52,
and Q-53 which have been closed to other comparable rates. /d. The Department should reject
the Company proposal because these anticipated rate changes do not negate the fact that the
Company did in fact collect those revenues during the test year.

The adjustment to test year revenues is simply a change associated with the rate

design for the Company’ s transportation services. Thereis no increase in the deficiency, no
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increase in the revenue requirement and certainly no extra-ordinary change in the customers or
usage levels that would qualify this revenue adjustment under the Department's standard.
Fitchburg Gas & Electric Light Company, D.T.E. 99-118, pp. 16-17, 22 (2001). Thechangeis
simply arate design modification, and, as such, should be reflected in theallocation of costs
among rate classes and the billing determinants used to set rates. Any changesin revenues
associated with changes in rate design, therefor, should be provided for in the Company’ s cost
allocation study , reflected in the affected classes bill determinants, and not in its revenue
requirement determination. The Department, then, should deny the Company’ s proposed
adjustment to reduce test year revenues by $54,344.
2. The Proposed Test Year Revenues Should Reflect The More
Accurate Measure of Unbilled Revenues Than The Company
Determined
During the test year in this case the Company changed the methodol ogy that it usesto
account for unbilled revenues. Exh. BG-5, pp. 27-28. Prior to the tes year, the Company only
recognized on itsfinandal statement revenues associated with gas service for usage that it had
billed its customers. /d. Beginning with its calendar year 2000 financia statements, the
Company began to recognize revenues associated with gas service that it had provided to
customers, but for which it had not billed — unbilled revenues by making a rough estimate of
those revenues.’® Id. This changein accounting caused the revenuesin the one year of change-
over to be abnormally high, since they included both the unbilled revenues associated with the

previous year as well as the unbilled revenues associated with the current year. Id. The

Company proposes to reduce test year revenues by $609,173 to remove its estimate of the

3 The unbilled revenues occur at the end of the reporting year — December in the case of
Berkshire. Exh. BG-5, pp. 27-28
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unbilled revenues associated with service provided before the test year. Exh. BG-6, Schedule
JIK-35.

The Department should reject the Company’ s proposal to use its rough
accounting estimate of the unbilled revenue instead use the more accurate measure that was
provided in the evidentiary record in this case. The measurement of unbilled revenues was
required in order to comply with the Company’ s auditor’ s request to provide a better estimate of
the reporting year’ srevenue. Exh. DTE-1-23(9. The Company made a rough estimate to
comply with that accounting requirement. Exh. DTE-1-23. Here, however, the Department has
before it more accurate amounts that better reflect the billing cycles that the Company actually
incurred and that can be used to produce arevenue level more representative of actual test year
revenues. Exh. DTE-RR-37.

Specificaly, the Department should replace the rough estimate of test year end
unbilled revenues of $701,000 with the more acaurate figure of $1,008,437 and replace the test
year beginning unbilled revenues of $609,173 with the more accurate figure of $737,432. 1d.
and Tr. 14, pp. 1596-1598. These adjustments to unbilled revenues will increase the

Company’s pro forma revenues by $179,178:

[ ($1,008,437 - $701,000) + ( $609,173 - $737,432)] = $179,178.

1d.
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B. RATE BASE
1. WHATELY LNG PLANT ADDITION
a. The Whately LNG Plant Is Not Used And Useful

The Company proposesto include in itsrate basea new LNG facility it had built
in Whately, Massachusetts in its Greenfield Division (the “Whately facility”) and placed in
service at the beginning of the test year. The Whately facility, which includes alarge tract of
approximately 16 acres of land sufficient to build seven LNG tanks, has an origina cost of $5
million. The Company completed construction of two LNG storage tanks injection facilities
and other necessary equipment, and may begin construction of athird permitted tank in the near
future. During the test year the Company began the operation of the constructed facilities. The
Company suggests that the facilities are simply there to maintain pressureson the Greenfield
Division system and meet future system demand. BG-1, p.11and Tr. 2, pp. 177-182. The
Attorney General, however, disagrees with the Company’s proposal to include the LNG facilities
in rate base.

The Department’ s standard for inclusion of plant in rate base isfound in Western
Massachusetts Electric Company, D.P.U. 84-25 (1984). To promote cost-effective investment
decisions by utility management, the Department uses the “used and useful” standard:

The regulatory standard which meets the Department’ s goals of

promoting efficient utility planning is the used and useful standard.

“Used” under this standard requires that the given investment bein

service and operating to provide benefits to customers. “Useful”

under this standard requires not only that the investment be used,

but also that it be needed and economically desirable in providing

continuing service to customers. For electric utilities, this means

that, to be included in rae base, the investment must provide either

capacity which isrequired by the utility, [ Text Footnote:] (We

include in this definition alevel of capacity needed for reliability

considerations as well) or energy at a net cost which islower than
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the cost of the energy which it displaces.

The “useful” element means that the used and useful standard in
not an all-or-nothing determination. That is, there are different
degrees to which a plant may be useful, and the standard allows a
continuum of investment recovery and return. For example, if a
utility plant, while used, was of larger capacity than required to
meet its load and reserve requirements and provided no net energy
savings, the portion of plant which would be recoverable and
allowed to earn areturn would be that portion which the
Department found was useful, i.e., provided benefits to the utility’s
customers.

Id., pp. 40-41. Thus, the additional LNG capadty that the Company proposes to add to
rate base must be needed and economically desirable. The record in this case shows that the
Company has capacity more than 40% in excess of its design needs and, to the extent that the
LNG facilities contribute to the excess and have not been shown to be more economic than any
other capacity source, the Department should disallow the full recovery of the associated costs.

b. Excess Capacity

The Company’s proposed addition of the Whately LNG facilities does not meet
the Department’ s used and useful standard. The Company has not shown that it needs the
increment of capacity provided by the Whately facility for reliability on the system or to meet
the growth in demand during the rate year. As Mr. Chernick explained:

The capacity available on the Company’ s system appears to be

vastly surplusto its current needs. The LNG fadlity was built at

least in part to “provide supply margins for growth well into the

next century.” (AG-1-9, Remarks of Scott S. Robinson President

and CEO at the Berkshire Energy Resources Annual Meeting of

Shareholders, November 4, 1999). The current surplus must be

taken into account in determining whether the costs of the LNG

facility should be fully recovered and how they should be allocated

among rate classes.

Exh. AG-7, pp. 20-21. During the course of these proceedings the Company’ s witnesses
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were asked to explain the apparently excessive level of capacity reserve highlighted in Mr.
Harrison’s schedules and workpapers. According to data supporting Mr. Harrison’s calculation
of the load factor CGA allocators, year the Company paid for 61,764 Mcf of capacity during
the test while its design day requirements were only 43,842 Mcf-indicating a reserve margin of
17,922 or more than 40%. Exh. BG-20, Schedule JLH-3, p. 7; Exh. BG-21, Workpapers,
Schedules JLH-3, pp.6, 18 and JLH-4, p. 117. Mr. Harrison was asked on two different
occasions to explain this excess. Both of his responses vaguely referred to the inclusion of
capacity that would not be available during design conditions, such as “firm spot” capacity. Mr.
Harrison also pointed out that propane capacity was included and that, because the facilities had
been almost completely depreciated, this was a very cheap capacity source. Furthermore, he
claimed that he did not have the capacity numbersin his calculations for anything other than the
assignment of pipeline capacity costs to the base use component in developing the CGA
alocators, implying that these figures may not be valid. Tr. 6, pp. 744-746 and Tr. Vol. 15, pp.
1701-1704.

In response to the Attorney General’s record request, the Company provided details
supporting the calculation of the 40% capacity reserve; a“corrected” tally of capacity for the
Company’ s dispatch model; and the test year capacity figures for two periods: January through
March when Penn Y ork Storage capacity was available and April through the year-end without
the Penn York Storage. AG-RR-50. This response shows that the Company’s own calculations
indicate areserve in excess of design day requirements of 25% at test year end. However, this
reserve calculation appears to significantly understate the LNG capacity. Although Mr. Harrison
testified that the LNG capacity was set by the Company at 3,100 Mcf in order to maintain a
storage level comparableto 3 days of use, the actual capacity of the tanksis between a
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“theoretical” capacity of 15,000 Mcf to the total level used in Mr. Normand s * pressure support”
workpapers, 10,000 Mcf. Tr. 15, pp. 1688-1689 and Exh. BG-18, Workpapers, p. 136. If the
10,000 Mcf capacity level were to be used, the Company’ s reserve in excess of design day
requirements would be more than 40%.* This lack of clarity is particularly bothersome given
the subjectivity and judgement that produces the capacity data for the Company owned facilities.
In determining the LNG capacity available to serve the design day requirements the Company
decided that it would need to have 3 days of supply available-however, the Company did not
provide any data to show that this was a reasonable requirement or how many hours LNG could
flow under this requirement. The propane capacity determination is even murkier—although the
total propane capacity gopears to be 63,600 Mcf (Normand’ s Workpapers, p. 136) , the capacity
included in the dispatch model is between 13,800 and 12,212 Mcf (original and corrected) and
Mr. Harrison’s marginal cost study “Supply Capecity for Pressure Support” workpaper indicates
the propane (L P-air) capacity in 2000/01 was 14,000 Mcf (Total minus LNG), apparently
supporting the 13,800 rather than the 12,212 figure. AG-RR-50. Given the variety of capacity
data presented, it is reasonable to conclude that the Company has significant excessive reserve
capacity for which its customers are being asked to pay.
c. Reliability Requirements

The Company’s claim that the LNG facilities are needed for pressure support may be

valid; but the extent to which the facilities are currently needed to fulfill this requirement

appears to be overstated. The Company did not provide any hard reliability deficiency data or

" Furthermore, the propane capacity level also appears to be understated acoording to Mr.

Normand’ s pressure support workpaper. The “LP-Air Plants ™ capacity is 13,800 Mcf,
coincidently the value appearing in the original dispatch model data. AG-RR-50. Thereisno
explanation of why the “corrected” dispatch model used alower figure for the propane capacity.
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even apressure study initsoriginal filing to support their claim. When questioned about the
need for the LNG facility solely for reliability reasonsin view of testimony that previously the
pressure support had been provided by compressor stations augmented ona couple of days a
year by atruck mounted vaporization facility, the witnesses could not pant to any economic
analysis supporting the LNG alternative to either additional compression facilities or continued
use of portable vaporization facilities. Tr. 7, pp. 835-837. Apparently these alternatives were
not examined in the LNG siting case, either. According to the decision in that case the
alternatives presented were the LNG facility, a pipeline extension, increased interstate pipeline
pressure, and the construction of new propane fecilities. Berkshire Gas Company, EFSB 99-2/
D.T.E. 99-17, pp. 19-21 (1999). In itsdecision the Siting Board determined that the aternative
involving increasing the interstate pipeline delivery pressure was the mast economic alternative,
but that the lead time would not make this alternative available until the winter of 2002/2003
while the need for relief was in the 1999/2000 heating season®™. Id., pp. 22-23.

It was only in response to a Department record request to update a previously
submitted pressure study that the Company provided evidence was provided regarding the
usefulness of the facilities. According to the response ( filed on November 7, 2001), the LNG
facility would be dispatched on 31 days during adesign year. Of these 31 days, the dispatch was
needed for supply purposes on only 5 days and the response indicates tha the level of supply
requirement could be handled by the propane facilities. What the response does not show is
what portion of the remaining dispatch (apparently the dispatch deemed necessary to maintain

pressure) could be handled by propane and the continued use of portable LNG facilities or

> The Company developed the pipeline alternative was devel oped at the request of the
Siting Board; it had not analyzed this alternative as part of its least cost planning process.
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expansion of the Company’ s load management service'®; nor does the record provide any
economic analyses of any alternatives. Again, the record in this case ssmply does not support the
inclusion of the LNG facilities' costsin the Company’s proposed rates and the Department
should not depart from its precedent to allow such recovery.

Until the Company can provide the required evidence that the LNG facilities are
indeed used, useful and provide an economic berefit, the Company may beable to off set some
of the costs associated with its investment through the provision of balancing services or discrete
supplemental, peaking services to its transportation or interruptible customers. Commodity costs
of LNG supplies dispatched to serve load may be recovered through the CGA as the Company
has done in the past; but the Company should be cautioned that the dispatching of itsLNG
supplies will be scrutinized in the context of the CGA filings to determine that the dispatch was
based on the |east cost alternative.

2. THE CoOMPANY’S OLD LNG EQUIPMENT IS FOR SALE AND
SHoULD BE REMOVED FROM RATE BASE

The Company has included both its new Whately LNG facility as well astheold
LNG equipment in plant in service used to determine rate base in this case. Exh. BG-14,
Schedule of Indicated Remaining Life Accrual Rates, page 1. In fact, the Company currently has
the old facilitiesup for sale. Id., (Letter Report Presenting Findings of the Property Under
Study, page 7.) Clearly, the old plant is no longer used and useful and should be removed from
rate base. Id. The Company has no further need for the unit and plansto sell it withing the year.

Id. According to the Company’s records, the original cost of the plant is $703,516 and the

16 Under this tariffed service customers agree to reduce their load under certain conditions
and, in turn, the customers receive a payment for this flexibility. The Company currently has
one large load managemernt customer.

25



balance of accumulated depreciation is $430,285. Exh. BG-14. Therdore, Department should
remove the old LNG facilities from plant in service and reduce rate base by $273,231.
3. The Company Allocation Of Propane Business Costs To
Berkshire Propane, Inc. Does Not Conform To The
Department’s Affiliate Transaction Regulations

Berkshire Gas Company owns and operates propane storage and injection
facilities. These facilities are shared with its unregulated affiliate, Berkshire Propane, Inc. Exh.
BG-5, p. 14. The Company proposes to allocate 95 percent of the costs of its propane utility
plant in service to its affiliate Berkshire Propane, Inc. Id. The Company’s basisfor the
determination of the amount charged to Berkshire Propane is the historical embedded costs of
the plant.'” Id. citing Exh. BG-15.

The Company’ s transactions with its affiliates are governed by the Department’ s
regulations. Specificdly, 220 C.M.R. 8§ 12,00 requiresthat a utility must charge the higher of
book value and market vdue for al transactions with its affiliates. This requirement appliesto
all regular business transactions as well as any transfers of assetsto the affiliate. The
Department reaffirmed these regulations for the Company when it approved the Company’s

formation of the Berkshire Energy Resources, Inc. which separated the bottled propane business

into its own separate corporation. D.T.E. 98-61/87, pp. 19-20 (1998).

7 The net book value of the propane plant allocated to Berkshire Propane, Inc. is as follows:

Allocated to
Tota Berkshire Propane
Propane Plant In Service $837,046 $795,194
Accumulated Depreciation 522,776 496,637
Net Book Value Of Propane Plant  $314,270 $298,557

Exh. BG-7, Supplementa Schedule NU-E “Non-Utility Allocations —Propane Tanks (40 year
life).”
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Berkshire has failed to comply with the Departments regul ations and charge the value of
its propane plant to its affiliate at the higher of market and book value asis required by the
Department’ sregulations. Id. The Company only allocated the net book value of $298,557 of
propane plant to Berkshire Propane, Inc. However, the market value of the Company’s propane
plant is significantly higher than the historical net book value of those assets. The market value
as represented by the recent acquisition price of the utility distribution Company is equal to
approximately 287 percent of the book value of the business.”® Exh. AG-10-12 (market value
and book value of the Company’s assets). Therefore, instead of allocating the lower net book
cost of the propane assets to its affiliate, the Company must allocate the higher market value
which represents 287 percent of that book value or $856,859 ( $298,557 x 2.87). The
Department should reduce the Company’s plant in service by $856,859 instead of $298,557 to
charge the full market value of the propane plant to Berkshire Propane as required on the
Department’ s regul ations.

C. WORKING CAPITAL LEAD / LAG FACTOR

1. The Company Has Overstated The Billing Lag In Its Cash
Working Capital Allowance

The Company prepared alead / 1ag study to determine the lead / |ag factor tha it would
use in determining its cash working capital requirement for base rates and for its Cost of Gas

Adjustment Clause (“CGAC"). Exh. BG-25, pp. 3-4 and Exh. BG-26, Schedule IMB-4. The

¥ The net book value of the Company before the acauisition of Berkshire Energy Resources,
Inc by Energy East was goproximately $33 million. Exh. BG-23, p. 5 and Exh. BG-6, Schedule
JIK-14, p. 2, line 10. The allocation to Berkshire of the purchase price in excess of common is
$61.7 million. Exh. AG-10-12, p. 1. Thetota purchase price associated with gas distribution
businessis $94.7 million ( $61.7 million + $33 million ) and the market val ue to book value ratio
associated with the acquisition is approximately 2.87 ($94.7 million / $33 million) or 287
percent of net book value.
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revenue lag factor that the Company has determined is based on the sum of three periods: (1) the
meter read lag — the average time between when service is provided and the meter is read of
15.25 days (Exh. BG-26, Schedule IMB-4, p. 8); (2) the billing lag — the average time between
meter read and the mailing of bill was 4.25 days for firm customers and 5.1 days for non-firm
customers (Exh. BG-26, Schedule IMB-4, pp. 9-14); and (3) the payment lag — the average time
that it takes for customersto pay their bill after it has been put in the mail, calculated by the
Company by determining the average number of days payments associated with the Company’s
accounts receivable balance during the test year (Exh. BG-26, Schedue IMB-4, p. 15).

The Company’ s study in this case inflated its revenue lag by double counting the billing
lag. Mr. Allessio indicated, when the meter reader brings the raw meter information from the
daily meter read into the Company each day, the information isimmediately loaded into the
Company’ s computer sygem.” Tr. 2, pp. 173-175. Theinformation is converted by the
computer systems into thebilling and accounting systems. 1d., and Exh. AG-RR-2. However, as
Mr. Allessio explained, since Berkshire' s billing and accounting systems are integrated, the bill
should be entered into the Company’ s accounting system essentially at the same time that the
van returns from the field each day and the computer disc with the raw datais entered into the
computer system, resulting in an accounts receivable. Thus, the 4.25 days “hilling lag” as
measured by the Company should not exist, since the automatic meter reading allows for
instantaneous converson of the raw meter data into the accounting system and the accounts

receivable from which the Company has measured the customer payment lag and the

9 Berkshire has Automatic Meter Reading available on 95 percent of its system which allows
avan to drive through the streets of the Company’ sservice territory and by radio signals, read
the meters of its customers. Tr. 2, pp. 172-176. The raw datais then stored in a computer for
later conversions into the Company’ s billing system. 7d.
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Department should remove the Company’ s billing lag from its determination of the Company’s
net lead/lag days that it uses to determine the cash working capital allowance for both base rates
and purchased gas expense.

D. DEFERRED INCOME TAXES

1. The Company Has Improperly Treated The Deferred Income
Taxes Associated With Contributions In Aid Of Construction

The Company has included an accumulated deferred income tax debit of $186,964,
increasing rate base, associated with Contributions In Aid To Construction (“CIAC”). Exh. BG-
6, Schedule JJK-29, line 27. Mr. Kruszynarecognized that this amount represents a prepayment
of taxes associated with CIAC payments made by certain customers as required by the Company
that should not be charged to all of the Company’ s customers as arate base addition. Tr. 4, pp.
519-521. The Department should reduce rate base by $186,964 to remove the prepayment of
taxes associated with Contributions In Aid To Construction.

E. COSTS OF SERVICE
1. Wages And Salaries

a. The Company’s 2001 Management Salary Increases
Are Not Reasonable

The Company proposes to adjust its test year cost of serviceby $ 29, 500 or 11.7 percent
increase in officers and directors salaries for 2001. Exh. BG-6, Schedule JJK-8. The Company
provided neither testimony nor a study to support the magnitude of the increase.

The Department’ s precedent requires that wage increases for non-union employees be
reasonable and in line with similar utility employees of other companies. Boston Gas Company,
D.P.U. 96-50 (Phase 1), p. 42 (1996) citing Fitchburg Gas & Electric Light Company, D.P.U.
1270/1414, p. 14 (1983). In deciding the propriety of prospective non-union wage adjustments,
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the Department applies athree part standard. /d. To meet this standard, a company has the
burden of demonstrating (1) an express commitment by management to grant the increase, (2) an
historical correlation between union and nonunion raises, and (3) an amount of increasethat is
reasonable. Id.

The Company has not met either the second or the third parts of the Department’ s test.
The Company’s study showing the history of wages and salary increases did not show any
correlation between the union and nonunion employees that would support an 11.7 percent
increase.”® See Exh. BG-7, Supplemental Schedule D. In fact, the Company’ s proposed increase
for union employeesisonly 2.75 percent. Exh. BG-6, Schedule JJK-8. Furthermore, Company
did not provide a study showing that the 11.7 percent increase is reasonable. Given the
magnitude of the union increase at 2.75 percent and the general rate of inflaion in the economy
is less than 2 percent, one can only conclude that thell.7 percent proposed increaseis
unreasonable. Id. and Tr. 14, pp. 1567-1568. Therefore, the Department should deny the
Company’s proposal to increase the cost of service for a11.7 percent increase officers and

directors salaries® In the alternative, the Department should limit any increase to the cost of

%0 The table of wagesin Exhibit BG-7, Supplemental Schedule D shows that Executive
salaries increased during the last nine years at an average annual rate of 9.10 percent:

[(393+1331+6.25+3.90+571+13.26+18.97+6.68+9.88)/9 = 9.10

while union employees only received an average annual increase of 2.92 percent during the same
period:

[ (4.00+4.00+4.00+0.05+3.00+300+3.00+250+275)/9 = 292

! The proposed increase in salaries for the year 2001 also affects the proposed increasein
those salaries for the year 2002. Exh. BG-6, Schedule JJK-8. To the extent that the Department
reduces the Company’ s proposed 2001 increase, it must make a corresponding decrease to any
year 2002 increase.
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service for the year 2001 officers' and directors salaries to the 2.75 percent increase provided to
union employees during that year. /d.
b. The Department Should Deny The Company’s Attempt
To Include And Annualize The Salaries Of Officers
That Are Not Employed By The Company

Berkshire proposes to include in its pro forma cost of service the former Chief
Executive Officer Scott Robinson and former Vice President Michael Marrone. Exh. BG-5, p.
11. Robinson and Marrane, however, are no longer employed by Berkshire. They were given
their severance packages when Energy East acquired the Berkshire Energy Resourcesin
September of the year 2000. Today, their positions have been filled by Mr. Robert Allessio as
Chief Executive Officer and Ms. Karen Zink as Vice President whose are included in the
Company’stest year cost of servicein thiscase. Exh. BG-1, p. 1 and Exh. BG-22, p. 1.
Furthermore, the Company proposes to provide increases to the test year expense level of the
Robinson and Marrone salaries to annualize their levels, and to further provide an 11.7 percent
increase for the year 2001 and a 2.75 percent increase for the year 2002. Exh. BG-5, pp. 10-11
and Exh. BG-6, Schedule JJK-8. The Attorney General submits that all of the costs associated
with Mr. Robinson and Mr. Marrone should be eliminated from the cost of servicein this case.
Customers should not berequired to pay the salaries of phantom employeesor their pay
Increases.

The Department sets rates based on the costs to provide gas utility service
including areturn on and of the investment in utility service.

In calculating the costs incurred by a public utility to deliver its servicesto the

public, COS/ROR regulation includes expenses such as wages and benefits to

employees, depreciation on utility plant in service, and fuel, that the

Department finds are reasonable or have otherwise been prudently incurred by

the utility. Next, the utility’s level of allowable investment, or rate base is
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determine. A utility is also entitled to the opportunity to earn areasonable rate of
return on rate base, which represents a return tha the utility’ s shareholders could
earn in relation to other companies that are similarly situated and face similar
levels of risk. (cites omitted). [emphasis added].

Incentive Regulation, D.P.U. 94-158, pp. 3-4 (1995). The Compary’s proposal in this
case makes a sham of this underlying principle of ratesetting. Such “costs’ are not incurred by
the Company in the delivery of servicesto the public. The Department should reject the
Company’s proposal to include in its revenue requirement any costs associged with Mr.
Robinson and Mr. Marrone, since these costs are not going to be, in fact, incurred in either the
rate year or in the future.

There are also several other adjustment that must be made to remove the
compensation associated with Robinson and Marrone. First, the test year amounts of base pay,

bonuses, health and welfare benefits, 401K Plan, and FICA costs that should be removed can be

calculated asfollows:
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TABLE OF FORMER EMPLOYEE EXPENSES

Mr. Robinson Mr. Marrone
Total # Expensed®  Total Expensed
Amount Amount Amount Amount

Base Pay: Amount $166,327 $124,745 $109,443 $58,005

Percent 100.00% 75.00% 100.00% 53.00%
Bonuses: Amount 55,991 41,993 28,350 15,026

Percent 100.00% 75.00% 100.00% 53.00%
Hedth & Amount 8,203 6,152 8,203 6,152
Welfare: Percent 100.00% 75.00% 100.00% 53.00%
401K Amount 7,781 5,836 5,281 2,799

Percent 100.00% 75.00% 100.00% 53.00%
EMPLOYEE TOTAL $178,726 $80,177
GRAND TOTAL $258,903

See Exhibits AG-1-36 and DTE-1-6. Furthermore, the Department should reject the
Company’s proposal to annualize the test year wages associated with these employees. Since Mr.
Robinson and Mr. Marrone left before the end of the test year in this case, the Company makes a
$99,536 adjustment to test year costs to annualize there salaries as though they were employed
for the entire year. Again, this proposal fliesin the face of the Department’ s precedent of basing
rates on the reasonable and prudent costs of providing service adjustment for known and
measurable changes. Incentive Regulation, D.P.U. 94-158, pp. 3-4 (1995). Therefore, the

Department should deny the Company’ s proposad adjustment to annualize the test year expenses

22 See Exhibit AG-1-36 far total amounts under employee 2 for Mr. Robinson and employee 4
for Mr. Marrone. Tr. 13, pp. 1495-1496. .

% See Exhibit DTE-1-6 for the utility expense portions for Mr. Robinson and for Mr.
Marrone.
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associated with Mr. Robinson and Mr. Marrone, two officers that have long ago left the
company, and reduce the cost of service accordingly.

2. The Department Should Reject The Company’s Proposed
Increase In Health Care Costs

The Company proposes to increase its test year cost of service by $182,245 for
projected medical cost increases** Exh. BG-6, Schedule 32. This represents a 19.8 percent
increase over the test year medical expenses for theutility business®

The Department bases a utility’ s rates on a cost of service adjusted for known and
measurable changes. However, the Company’ s proposed adjustments to its test year medical
expense is not known and measurable and overinflated. The basis for the Company’s medical
cost rate increases is theforecasts of its consultent for employee benefits Gallagher Benefits
Services, Inc. (“Gallagher”). The Company could not show that Gallagher is either aforecaster
of any stature or any accuracy that should be relied on by the Department. Tr. 14, pp. 1562-
1564. To the contrary, the record shows that the Gallagher’ s forecasts or woefully overinflated.

For the twelve months ended June 30, 2001, Gallagher forecast costs to increase 9.8 percent over

** Thetotal increase for medical expense of $182,245 is represented by the Calendar Y ear
2001 Cost Projectionsof 9.35 percent in the amount of $89,253 and the Rate Y ear 2002 Cost
Projections of 8.9 percent in the amount of $92,992 as shown on Exhibit BG-6, Schedule JK -
32, lines2 and 3. [ $89,253 + $92,992 = $182,245].

% The test year medical expense attributable to utility operations of $920,106 can be
determined from Exhibit BG-6, Schedule 32 as follows:

Test Year Medical Expense recorded on the Company’sbooks:  $955,600
Adjustment to allocate medical benefits to Rentals (6,694)
Adjustment to allocate medical benefits to Merchandising/Jobbing (28,800)

Test Year Medical Expense Attributable to Utility Operations: $920,106
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the previous twelve months. Exh. BG-7, Supplemental Schedule H, p. 1 (“Total Fixed &
Projected Costs — using actual annualized claims’). Medical costs actually increased only 4.73
percent during that period. Compare Exh. BG-7, Supplemental Schedule H (“Tota Fixed &
Projected Costs — using actual annualized claims’) page 1, Effective for July 1, 2000 Actual
Annual Cost of $1,306,551 and page 2 Actual Effective for July 1, 2001 Actual Annual Cost of
$1,368,401. Thisisthe known and measurablerate of change in medical expenses during that
period and all that should be allowed by the Department in this case. If the Department were to
use the actual 4.73 percent increase for 2001 and projecting that rate for the rate year, the
adjustment to the Company’s cost of service would be calculated as follows

Test Year Medical Expense Attributable to Utility Operations:
(‘as discussed supra ) $920,106

Adjustment for year 2001 increase at 4.73 percent $43,521

Y ear 2001 Medical Expense Attributable to Utility Operations. 963,627

Adjustment for year 2002 increase at 4.73 percent 45,580

Total Increases In Expense $89,101

Less:

Adjustment for Rate Y ear Employee Co-Payments (52,781)

Adjustment to allocate medical benefits to Rentals (6,694)

Adjustment to allocate medical benefits to Merchandising/Jobbing _
(28,800)

TOTAL ADJUSTMENT TO TEST YEAR

BOOKED MEDICAL EXPENSE $ 826

See Exh. BG-6, Schedule JJK-32.
The Department should deny the Company’ s proposed adjustment to medical expenses
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and increase its booked medical expense by $826 to reflect more reasonableincreases in those
costs.

3. The Department Should Allocate A Portion Of Its 401K Costs
To Construction As Well As Non-Utility Businesses

The Company incurred $233,903 of costs assodated with its 401 K Plan benefit
for employees? The Company failed to capitalize any of these cods during the test year in this
case. See Exh. AG-1-40 (the dollar amount and percent cgpitalized of employee wages, salaries
and benefits during the test year). Furthermore, the Company failed to allocate its 401 K Plan
costs to non-utility operations. See Exh. BG-8, Appendix |, pp. 7-10 and Exh. BG-9, Non-
Utility Schedules, Supplemental Schedule NU-F.

The Department recognizes that overhead costs, including employee berefits,
should follow the costs to construction and non-utility operations. Berkshire Gas Company,
D.P.U. 92-210, pp. 9, 13 and 18. Here, sincethe Company has failed to make either of those
allocations, the Department should order the reduction of the pro forma cost of service to reflect
such afuture allocation. Specifically, the Department should use the allocations of wages and
salaries to construction and non-utility operations to reduce the Compary’ s test year 401 K Plan
costs included in operations and maintenance expense.

The amount of wages and salaries capitalized during the test year was 11.5
percent. Exh. AG-1-40. The amount of wages and salaries allocated to non-utility operations

during the test year was $1,366,477 or 17.78 percent of the total wages and salaries. [ $1,366,477

% The total amount of 401 K costs of $233,903 can be found by totaling the 401 K costsin
Exhibit AG-1-34, the chart of accounts, Account 926 — Employee Pensions and Benefits, Charge
Codes 45043 and 45044, $230,903 and $3000, respectively.
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/ $7,683,613]. % Summing the two percentages means that 29.3 percent or $68,497 [$233,903 x
0.293] of the Company’s 401 K Plan costs should be allocated to capital and non-utility
operations. Therefore, the Department should reduce the Company’ s revenue requirement by
$68,497 to reflect allocations of its 401K Plan costs to its construction and non-utility business

4. The Department Should Deny The Recovery Of The Customer
“Incentive” Payments

The Company proposesto include in the pro forma cost of servicein this case
$325,433 of payments that it made as “incentive payments’ in an attempt to acquire new load
onitsdistribution system. Exh. 5, pp. 26-27 and Exh. BG-7, Supplemental Schedule J. Mr.
Kruszynaindicated tha the program:

[P]rovides direct benefits to ratepayers by adding load and

revenues which, in turn, spreads the Company’ s fixed costs among

alarger base. The program has an excellent return on the

investment and providesthe necessary growth opportunity to

expand the base load and reduce the per-customer fixed cost to

existing customers. Id.

The Company estimated the annual margins to be $180,389 as a benefit or $494 per new
customer. ( $180,389/ 365). Analysisof these daims actually shows that the proposed cost
recovery actually increase customers rates substantially over any benefit received.

The Company’ s proposed recovery of the costs associated with the incentive plan

include the incentive payments themselvesas well as the additional marginal costs to bring those

new customers, causing ratesto increase as aresult of the Company’ sincentive plan. The cost

" The percent of wages and salaries allocated to non-utility operations can be determined
from the Company’s Exh. BG-9, Non-Utility Schedules, Supplemental Schedule NU-F, line 32.
There the total wages and salaries are $7,683,613. 1d. The $1,366,477 amount allocated to non-
utility operations can be determined by subtracting the Utility Operations amount of $5,469,915
and the Utility Capital amount of $847,221 from the total wages and salaries amount of
$7,683,613. Id.
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of the payments associated with the programsis $892 per customer. ( $325,433/365). Id. The
cost of adding new residentia customersis $473. Exh. BG-20, Schedule JLH-4, p. 42.
Furthermore, the incomemargins built into rates can only be 40 percent of the Annual Net
Margins that the Company hopes to realize since they were most likely brought on during the
summer of the test year which means that only 40 percent of the annual revenues and therefore,
only 40 percent or $198 per customer of the annud margins would have been reflected in test
year revenues. See July through December Sales as a percent of Total, Annual Return to the

Department for the Y ear 2000. Therefore, the actual cost to the Company’s customersis as

follows:
Proposed Annual “Incentive” Payments $892
Cost to Add New Customer 473
TOTAL ANNUAL REVENUE REQUIREMENT $1,365
Estimated Annual Net Magins Received in Test Year 198

TOTAL NET ANNUAL REVENUE REQUIREMENT INCREASE $1,167

This calculation shows that existing customers actually see their costsin the revenue
requirement increase by $1,167 per customer as aresult of the addition of the new customers
including the “incentive” payment. Shareholders will enjoy the benefit of the additional margins
in each year after the new rates go into effect, with no cost to them. Clearly, these incentive
payments benefit shareholders more than customers, and therefore, these costs should be

eliminated from the cost of service.
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5. The Department Should Deny The Company Recovery Of Mr.
Kelley’s “Consultant” Fees

The Company has been paying its former Chairman Joseph Kelley $25,000 ayear
for what it describes as “consulting” fees that arebeing provided under an unwritten contract to
provide “services.” Exh. AG-5-16. The Company’s revenue requirement witness Kruszyna
indicated that those services potentially included consultation with Company employees and his
goodwill within the community as well as his experience in the utility industry in assisting the
executive team. Tr. 14, p. 1556. However, when the Attorney General requested documentation
of any work that Mr. Kelley did for the Company during the test year, the witness came up
empty-handed. Exh. AG-RR-41.

The determination of rates should be based on the costs of providing service to
customers. Incentive Regulation, D.P.U. 94-158, pp. 3-4 (1995). The Company has provided no
evidence that Mr. Kelley provided any such service. Exh. AG-RR-41. Evenif onewereto
construe that Mr. Kelley provides some “goodwill” during the test year, (which is completely
unsupported by the record), Department precedent requires the elimination of promotional
advertising and goodwill costs, since cost recovery is allowed only when such expenses provide
direct benefit to ratepayers. Bay State Gas Company, D.P.U. 92-111, pp. 201-203 (1983);
Boston Gas Company, D.P.U. 88-67, Pha I1, p. 112 (1988); See also Boston Gas Company V.
Department of Public Utilities, 405 Mass 115 (1989). Since the Company could not show any
direct benefit to customers for the costs incurred, the Department should deny recovery of Mr.

Kelley’s*“consulting” fees, and reduce the Company’ s revenue requirements by $25,000.
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6. The Department Should Deny The Company’s Proposed Strike
Continency Costs Amortization Period

The Company proposesto amortize $162,436 of Strike Contingency caosts that it
incurred during the test year over athree-year period, the average period it anticipates between
union contract negotiations. Exh. BG-5, pp. 18-19 and Exh. BG-6, Schedule JJK-21. This
adjustment results in the Company including $54,140 in its pro forma cost of service. Id.
Berkshire proposal assumes that each and every time that the Company negotiates with its union
it must anticipate and incur costs for astrike. However, the fact is that the last time that the
Company actually incurred a strike from its union was more than 19 years ago in 1982. Tr. 14,
p.1584 and Exh. DTE-RR-31.

The Department reject any adjustment for Strike Contingency costs based on the
implausibility that it will be incurred. However, if the Department accepts the Company’s
request, it should rejedt the Company’ s proposed 3-year amortization period and instead use a
19-year amortization period that reflects the actual period between occurrences. This reduces the
Company’ s proposed amortization from $54,140 to $8,549 ( $162,436 / 19 ), reducing the
Company’s pro forma cog of service by $45,591 ($54,140 - $8,549).

7. The Company Has Not Met The Department’s Requirements
For An Inflation Adjustment

The Company proposes to increase its pro forma cost of service by $81, 705 for
an inflation adjustment. Exh. BG-5, p. 28 and Exh. BG-6, Schedule JJK-7 and 36. The
adjustment for inflation provides utilities an increase in their test-year residual operations and
mai ntenance expenses by the projected change inthe Gross National Product Implicit Price

Deflator for the period from the mid-point of the test year to the mid-point of the rate year.
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Fitchburg Gas & Electric Light Company, D.T.E. 98-51, pp. 100-101 (1998); Boston Gas
Company, D.P.U. 96-50 (Phase 1), p. 113 (1996); Massachusetts Electric Company, D.P.U. 95-
40, p. 64 (1995); and Cambridge Electric Light Company, D.P.U. 92-250, p. 97 (1993).

When making the adjustment, the Department removes all expenses from the
inflation adjustment that are either removed from the cost of service for distributi on services or
are not subject to inflation. /d. In order to alow an inflation adjustment, the Department has
required utilities to describe all cost containment measure that they have implemented. 7d.
Here, the Company has neither met the minimum requirement to show its efforts at cost
containment. See Exh.BG-5, p. 28. Nor has the Company even made such an attempt in this
case. Thereisno evidertiary basis upon which the Department can make a determination in
support of the proposed adjustment. Therefore, the Department should deny the Company’s
request for an inflation adjustment and reduce the cost of service by $81,705. Fitchburg Gas &
Electric Light Company, D.T.E. 98-51, pp. 100-101 (1998); Boston Gas Company, D.P.U. 96-50
(Phasel), p. 113 (1996); Massachusetts Electric Company, D.P.U. 95-40, p. 64 (1995); and
Cambridge Electric Light Company, D.P.U. 92-250, p. 97 (1993).

8. The Company Should Reimburse Customers For The Gifting
Of Assets To Officers

Berkshire ssmply gave away two of its cars to the officers who retired during the
test year. The Company received no compensation for the automobile given to its former CEO
Mr. Robinson and received only $10,269 for theautomobile it gave to its former VP Mr.
Marrone. Therefore, the Department should order the Company to reduce the cost service by the
market value of those vehicles given away. Mr. Robinson’s car was worth $14,890. Exh. AG1-
20, p. 3. Mr. Marrone' s was worth $13,519, for which the Company only received $10,269 in
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compensation, resulting in anet loss of $3,250. Id. Therefore, the Department should reduce the
cost of service by $18,140 to recognize the gift of Company assets to former employees.

9. The Company Failed To Allocate Computer Lease Costs To Its
Non-Utility Businesses

The Company failed to allocate any of the $939,065 of computer lease coststo its
non-utility businesses. Exh. BG-9, Supplemented Schedule NU-B, p. 5. Although the Company
claimsthat the other businesses rely on their own computers, thisis not supported by the record.
Id., p. 2. First, the evidence demonstrates that the merchandising and jobbing businesses do not
have any computers at all and rely totally on the utility’ s computer systems. /d. Second, the
computer system infrastructure for the utility as wdl as the non-utility businessesis all supported
by the personnel and systems at the gas distribution company. Id., pp. 3-5. The Comparny’s
claim that none of the system is used by non-utility businesses is contradicted by the allocation
of the distribution company’s personnel and assets. 7d., pp. 3-5. Clearly, the time of the systems
personnel at the distribution company cannot be allocated to the non-utility businesses without
alocating all of the other overhead costs required to support them, including the costs of the
computer leases. Therefore, at a minimum, the Department should allocate 2.82 percent of the
costs of the Company’s computer leases to its non-utility businesses and reduce the cost of
service accordingly.?®

8 The allocation of the computer |ease cost should follow the allocations of the other non-

lease computer costs to the non-utility businesses, including (1) the employee salary alocation
and (2) the other expense allocations:

Salary Allocations Other Expenses Tota
Merchandising $860 $28 $888
Jobbing 5,720 3,027 8,747
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10.  Rate Case Expense
a. Legal and Consulting Services
(€)) Standard of Review

Companies are under an affirmative duty to contain rate case expense. Fitchburg
Gas And Electric Light Company, D.T.E. 98-51, p. 57 (1998). In D.P.U. 96-50, the Department
put M assachusetts utilities on notice that outside legal and consulting services must be subject to
a competitive bidding process or an adequate judification must be provided for the failure to
issue arequest for proposal (“RFP’). Boston Gas Company, D.P.U. 96-50, p. 79 (1996). The
existence of a utility’s potential self-dealing with outside counsel heightens the obligation of a
company to issue a RFP and impose cost containment controls. Cambridge / Commonwealth
Electric Company, D.P.U. 92-250, pp. 121-131 (1992) (member of board of trustees for
company also partner at law firm working for the company). Invoices for services provided to
the utility should contain sufficient detail to describe the nature of work. Fitchburg Gas And

Electric Light Company, D.T.E. 98-51, p. 61 Vague or general descriptions are simply

Rentals 6,831 3,888 10,719
Berkshire Propane 3,254 4,221 7,475
Berkshire Service Solutions 522 0 522
Total Allocated $17,187 $11,164 $28,351
Total Costs $380,575 $624,554 $1,005,129
Percent of Total 2.82%

Exh. BG-7, Supplemental Schedule NU-B, p. 5.
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insufficient. Id. Failure of a Company to adhere to any of these requirements may result in
disallowance of the requested rate case expense. Id. pp. 56-61. Inthe Company’slast rate, the
Department specifically put Berkshire on noticethat the Company must be prepared to fully
justify rate case expensein the future. Berkshire Gas Company, D.P.U. 92-210, p. 84 (1993).
2) Legal Services

Berkshire did not issuean RFP to solicit competitive bids for legal servicesin
connection with the rate case and did not provide a credible explanation for this failure during
the hearings. Tr. 14, pp. 1521-1541. The Company took no formal steps to determine whether
another law firm would charge either alower hourly rate or could prepare and defend the
Petition in fewer billable hours. Tr. 14, p. 1528-1529. Although the Company believed that the
$225 / hour charged for the rate case compared favorably to the rates charged by other firms, Tr.
14, p. 1527-1528, this belief ignores the fact that an experienced Boston firm specializing in
utility work recently charged $150-165 / hour in connection with a gas rate case, 33% less then
the rate paid by Berkshire. Fitchburg Gas And Electric Light Company, D.T.E. 98-51, p. 60.
The Company’ s witnesstestified that the maximum rate charge by its law firmwas between
$225-250 / hour, but the Company had no explanation for why charges appeared on Berkshire's
invoices for up to $350 / hour in connection with test year expenses. Tr. 14, p. 1538; Exh. DTE
4-11. The lega invoices from the firm handling the rate case and working extensively for the
Company during the test year contain absolutely no description of the nature of the legal work

purportedly performed for Berkshire on adaily basis® Exh. DTE 4-11, Exh. AG 5-28, Exh.

?  Certain pages from each month’ s invoices were “missing” and never provided by the
Company during these proceedings. Tr. 14, p. 1535, AG-RR-38, AG-RR-38 (supplemental
response) (stipulation in lieu of motion to compel production of documents). No explanation has
been provided for what information was contained on these pages.
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AG 3-9, AG RR-38, AG RR-38 (supplemental response). Instead, thetotal invoices are broken
down by general project on amonthly basis. Exh. DTE 4-11. Looking & these summary
invoices it would be impossible to understand what legal services were performed for the
Company. No prudent corporation would ever agree to pay hundreds of thousands of dollarsin
legal fees from an outsidefirm without a simple desaription of the tasks® This practice of
submitting “summary bills” contrasts sharply with the reasonably detailed, daily invoices
provided by other law firms working for the Company. Tr. 14, pp. 1533-1534, Exh. DTE 4-11
(comparing legal invoices from Martin & Olivera, Edward & Angell and Glenn Dawson, Esg.
with invoices from Rich, May, Bilodeau & Flaherty), AG-RR-39 (comparing legal invoices from
Brown Rudnick Freed & Gesmer with legal invoices from Rich, May, Bilodeau & Flaherty).
Finally, for at least part of 2000, a partner of the firm retained during the test year and for the
rate case also held the position of chairman of the board of trustees for Berkshire' s parent
company, BER. Tr. 14, pp. 1531-1532; Exh. AG 4-5, August 22, 2000 minutes from BER boad
of trustees, Tr. 16, p. 1871. Energy East acquired BER during 2000. Exh. AG 4-5.

In summary, the Company lacked objective criterion on which to judge either the
hourly rate charged by the outside firm or the total time necessary to completethe desired legal
services. Theform of the legal invoices accepted by the Company utterly lack detail of atype
that would allow the Company to review the cost efficiency of the firm objectively or even to
know what legal tasks were being performed. The presence of the potential for self-dealing
added to the other murky circumstances surrounding this issue makes the need for an RFP

critical. Berkshire did not solicit competitive bids, adequately explain why it did not issue an

% Considering the lack of adequate detail in the invoices, it is difficult to imagine how the
Company would protect its interests during a mal practice suit or a suit over legal fees since the
Company would have little written proof asto what the law firm did for the Company.
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RFP or describe a system of objective management controls relative to monitoring legal
expenses. Asaresult, the Department should rgect the Company’ s requested recovery of rate
case expense for legal services.
A3) Consultant Services

Rate case expense exceading the initial estimatesprovided by the consultants
needs to be adequately justified, including an explanation of the cost containment efforts
instituted by the Company to help reduce the cods associated with a particular consultant.
Fitchburg Gas And Electric Light Company, D.T.E. 98-51, p. 59. The original rate case estimate
provided by MAC for rate design had been met or exceeded before the start of hearingsin this
matter. Tr. 14, pp. 1544-1545, 1551-1552, Exh. BG-6, Schedule JX-38. Asthis estimate
included separate line items for initial case preparation, discovery and hearing time, the estimate
accounted for all of the major cost factors of arate case. Id. Berkshire did not offer a convincing
explanation for why the MAC consulting fees greatly increased or what efforts the Company
undertook to control these costs. Given the ovelapping areas of testimony for Berkshire's
numerous witnesses and the hiring of two experts for testimony from MAC when the Company
historically relied on only one for previous rate cases, AG-RR-55, the Company has virtually
assured that rate case costs would spiral to unreasonable levels. Asaresult, the Department
should reject the inclusion of rate case expense beyond the original estimates.

11. The Department Should Adjust The Amount Of Excess
Deferred Income Taxes The Company Is Flowing Back To
Customers

The Company recovers from customers revenues to compensate for its incometax
liability. See. Exh. BG-6, Schedule JJK-5. Asaresult of changesin income tax rates, the
amount of taxes the Company has booked to deferred income taxes is greater than its current
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liability.>* Asaresult, the Company is flowing back those excess deferred income taxes to
customers over the average remaining life of the assets that gave rise to those deferred tax
liabilities. Berkshire Gas Company, D.P.U. 90-121, pp 139-140. (1990).

The Company calculated an amount of remaining excess deferred income taxes to
be flowed back as required by the Department in D.P.U. 90-121, p. 140. It determined that as of
December 31, 2001, $252,109 will remain, reulting in a 6.44 year remaning amortization term
based on the $39,158 annual amount ordered in D.P.U. 90-121. Exh. BG-5, p. 24 and Exh. BG-
6, Schedule JJK-31. Mr. Kruszynabased all of this calculations on the assumption that the taxes
were accrued in the past at the 46 percent federal income tax rate. /d. However, as he agreed
during cross-examination, the actual tax rate varied from 52.8 percent to 46 before the TRA of
1986. Tr. 4, pp. 521-523. These actual higher tax rates create alarger baance of excess
deferred income taxes to be returned to customers of $292,095. This extends the number of years
that the Company would be amortizing the balance beyond the 6.44 years the Company
originally calculated, assuming the original $39,158 annual amount. Exh. DTE-RR-11.
Therefore, the Department should order the Company to amortize it balance of excess deferred
income taxes to reflect the actual historical income tax rate, rather than the Company’ s assumed

46 percent rate.

1 Deferred income taxes are accrued when a utility has a current deduction or credit for tax
purposes, but not for book purposes. The Tax Reform Act of 1986 (“TRA”) reduced the
corporate tax rate from 46 percent to 34 percent as of July 1, 1987. By reversing itsreserve for
deferred income taxes at the new lower rate, whereas it had accrued the reserve at the former
higher rate, the utility isleft with excess deferred income taxes. Berkshire Gas Company,
D.P.U. 90-121, pp 139-140. (1990).
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12. Unrecovered Environmental Costs are Unrecoverable

The Company hasincluded in the test year cost of service approximately
$104,000 of “unrecovered” environmental (remediation) costs. Exh. AG-2-4, p. 12-1, line 9.
According to Mr. Normand’ s workpapers, this cost was booked to Account 814, Other Gas
Supply Expenses-Environmental. Exh. BG-18, p. 50. Mr. Normand was informed that of the
total $249,102 booked to Account 814, the $104,000 was an unrecovered or unrecoverable
amount (see handwritten note on workpaper that segregates the total cost into the two
amounts-the $104,000 labeled “Unrec.”). This unrecovered cost was included in the Company’ s
cost of service as atest year expense allocated to the gas supply function to be recovered through
the Company’s proposed CGA. Id. and Exh. AG-2-3, p. 12-1, line 9 (CGA Cost of Service
Study).

Prior to the unbundling of rates, remediation costs were recovered through
companies CGACs. As part of rate unbundling these costs were moved to an automatic
adjustment provision, the Local Distribution Adjustment Clause (“LDAC”)*. The LDAC
allowable costs are recovered from all customers, not just gas sales customers. As part of the
cost allocation processin devel oping the Company’ s unbundled rates, Mr. Normand removed all
test year LDAC costs and revenues from the revenue requirement calculations. Exh. AG-8-1.
When questioned about the inclusion of an amount that should have been removed with all other

LDAC costs and revenues and appears to be labded “unrecoverable’, Ms Zink responded:

%2 Environmental response costs were the subject of a settlement agreement tha specified
what categories of costs were recoverable and the method of recovery. Generic investigation of
the facts surrounding and the ratemaking treatment of the costs of investigating and remediating
hazardous wastes associated with the manufacture of gas during the period 1822-1978, D.P.U.
89-161 (1990) (approving the settlement regarding cost recovery) and D.P.U. 90-
151/152/182/198 (1990)(establishing the format for recovery of remediation costs).
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The term "unrecoverable" that he's handwritten meant the portion that's
not recoverable throughthe LDAC. It was determined in the early '90s,
when that settlement cameout, that LDCs would be able to recover a
portion of environmentd costs as a deferred-tax benefit. The company is
unableto do that. So upuntil the point that we file this case, there's been
an amount that we have nat recovered on a year-to-year basis. We can
only recover one-seventh of the expenses less the deferred-tax benefit that
was assumed to be a benefit that we haven't actually incurred. And that
net amount is all that we can recover through the LDAC.

Tr. 12, p. 1334. Inresponse to arecord request, the Company provided sveral “tax
service” documents, but not the original documentation from its tax advisor that caused the
Company to believe certain remediation costs were not “currently” deductible. AG-RR-30. The
Company claims that the current deductibility isrelated to the Company having purchased a
certain already polluted site; the Company was therefore not the party responsible for the
pollution. /d. Whatever the basisis for the claimed loss of tax benefits, the Company is not
entitled to recover remedation related costs in base rates or through the CGA (appliesto gas
sales customers only) The Department has ruled that remediation costs may not be recovered
through base rates unless a company specifically petitioned for such treatment in lieu of recovery
as specified in the settlement agreement and then only under certain conditions. D.P.U. 89-161,
pp. 35-37. and D.P.U. 90-151/152/182/198, p. 57.

The Company has not petitioned for the recovery of unrecovered environrmental
costs through base rates or proposed any change to the current recovery method. The Company
has not put forth an affirmative case in support of such changes-- it has just ssmply folded these
costsinto its revenue requirement. The Attorney General urges the Department to disallow
recovery of the unrecovered environmental costs and put the Company on notice that it must
provide, at a minimum, explicit testimony and supporting materials whenever seeking to change

the traditional treatment afforded a specific type of cost.
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13. Supplemental Executive Retirement Plan

The Company proposesto includein its pro formacost of service the accel erated
costs the severance packages associated with the early retirement of its executive officers. Exh.
BG-6, Schedule 28. The Company’s CEO and VP both left the Company as aresult of the
acquisition by Energy East. Thisforced the Company to make accel erated payments to the trust
funds for these officers under the Supplemental Executive Retirement Plan (“SERP”)
agreements the Company had with those employees. Exh. BG-7, Supplemental Schedule G. But
for the acquisition, the Company would not have been required to make these accelerated
payments. /d.

The costs of the acquisition of the Company by Energy East are not a cost of
providing gas distribution service. The Company’s has not proven that the acquisition will
provide any savings to customers. Therefore, the Department should deny the Company’s
proposal to include the accelerated payments to the SERP trusts that are caused by the golden
parachutes provided to its executives and reduce the cost of service by $285,153. Exh. BG-6,
Schedule JJK-28. Even under the Company’s own logic of the “stand alone” calculations, this
cost should not have been included in the cost of service.

V. RATE STRUCTURE
A. THE COMPANY’S PROPOSED USE OF AN MBA ALLOCATOR
IS UNNECESSARILY COMPLEX AND MAY THWART
COMPETITION BY DESIGN
1. BACKGROUND
Currently Berkshire recovers its seasonally allocated gas costs through an average Cost
of Gas Adjustment (“CGA”) rate charged all its customers. The Company is proposing a
significant changeto its CGA calculations. Its proposal involves calculating CGAs for two
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distinct classes, High Load Factor and Low Load Factor. The High Load Factor classis made up
of customers who are served under the Company’s R-1, R-2, G/T-51, G/T-52, and G/T-53
tariffs. The Low Load Factor classis made up of customers served under the R-3, R-4, G/T-41,
G/T-42 and G/T-43 tariffs. Essentialy, the Load Factor designation rdates to customers
average use relative to peak use and may be determined by dividing average monthly use for 12
months by the average monthly use for the peak months. Generally, the higher the load factor
the easier it isto serve the load, primarily due to less fluctuation in demand.

Historically, companies have recovered gas cog changes through a uniform
automatic adjustment clause that recovered costs through an average volumetric charge. CGA
allowable costs are allocated using a Proportional Responsibility allocator® that formulaically
allocates more costs to the peak season through the cal culation of a base and supplemental (peak
season) gas cost components. Exh. AG 2-5.  With the advent of open access and the unbundling
of rates into the distribution and gas cost components, local distribution companies have sought
to provide customers with appropriate prices to compare to competitive offerings, while at the
same time reflecting the adual coststo serve. Class differentiated CGA factors were first
adopted as part of a settlement in the 1995 Bay State Gas Company unbundling case, D.P.U. 95-
104. The class specific allocations were based on a version of the MBA allocator proposed by
the Company’ s witness, Mr. Harrison. The Attorney General, although a signatory to the

settlement, specifically stated that he “...does not acknowledge, accept or endorse the use of the

% Proportional Respondbility allocators are used to allocate costs to cusomers (individual
customers, classes, load factor or other groupings) based on the weighting of volumes delivered
or consumed in specific time periods (hours, days months or peak and off peak). The volumes
used may be actual, normalized or design depending on the type of costs to be allocated. Exh.
DTE-3-36, Berkshire Gas Company, D.P.U. 92-210, p. 210 (1992), and Commonwealth Gas
Company, D.P.U. 91-60 (1991), pp. 21-22.
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Market Based Allocation (‘MBA”) method of allocating gas costs between rate classes...” Bay
State Gas Company, D.P.U. 95-104, p. 5 (1995). In 1996, both Fall River Gas Company and
Essex Gas Company filed rate cases that proposed the unbundled rates and introduced class
specific CGAs. Each company relied on an MBA dlocator to create the class factors™. Fall
River Gas Company, D.P.U. 96-60 (1996) and Essex Gas Company, D.P.U. 96-70 (1996). Mr.
Chernick presented testimony on behalf of the Attorney General in both cases. Histestimony
addressed the concernsthat the MBA is too subjective and complex a methodology that produces
results that are biased infavor of the high load factor customers. Both Fall River and Essex
cases were settled, and as part of the settlement agreements Fall River kept the single, seasonal
average CGA factor and Essex implemented class specific seasonal CGA factors. Although the
Essex settlement provided for class specific CGA rates as proposed by the Company, the
Attorney General did not embrace, or even acknowledge, the use of an MBA alocator and
required that the residential CGA rates not exceed the average CGA rate by afixed percentage.
Id. 1n 1998, Fitchburg Gas and Electric Light Company filed a gas rate case that included the
unbundling of its tariffs. The case was docketed as D.T.E. 98-51. Mr. Harrison sponsored the
Company’s load factor based CGA proposal tha relied on an MBA allocaor. In the Fitchburg
case, the Attorney Gereral argued that the introduction of load factor CGASs, as proposed, wasan
unnecessary complexity at atime when retail gas markets were opening to competition.

Attorney General’ s Initial Brief, pp. 46-48. The Department found in the Fitchburg case that
load factor based CGAS when compared to an average CGA factor, reflected costs more

accurately and were morelikely to lead to more effective competition by reducing “cherry

¥ Mr. Harrison was the sponsoring witness in the Fall River case; the Essex proposal was
sponsored by its own witness.
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picking.” Fitchburg Gas and Electric Light Company, D.T.E. 98-51, p. 153. It isimportant to
highlight that currently only three of the ten Massachusetts' natural gas companies have class or
load factor CGAs and the Department has never explicitly accepted or approved the use of the
MBA allocator in approving class or load differentiated rates—only in Fitchburg did the
Department state a preference for load based CGAs in general--not for a specific allocation
methodol ogy.
2. THE COMPANY’S PROPOSAL

Berkshire has presented Mr. Harrison as the sponsor for its class/load specific
CGA proposal. Mr. Harrison relies on the use of a“simplified” MBA allocator to allocate
upstream™ gas costs to each of the Company’s customer classes. The resulting class gas costs
are summed into two categories-high load factor and low load factor, as described above. The
theoretical guise under which the MBA is developed is one which attempts to replicate
competitive suppliers’ (the market), costs to serve or provide gas service to these distinct and
often diverse customer groups. The development of the MBA allocator begins with segregating
the utility’ s load into two portions ( base use andremaining load). It separately assigns costs to
each customer class/group based on its allocation of base use and remaining load. Exh. BG-19,
p. 10. Mr. Harrison’s MBA allocation factors are combined with the allocated production,
storage, gas acquisition and related overhead costs from Mr. Normand’ s cost study to produce
the CGA factors calculaed by Ms. Boucher. Ms. Boucher’ s factors are then applied to the total

allowable CGA costs to produce the load factor CGA rates. Tr. 6, pp. 748-750, Exh. BG-26,

% Upstream gas supplies are supplies from sources that are delivered by connecting interstate
gas pipelines. Berkshire' s upstream resources include pipeline delivered supplies from U.S.
production areas, Canada and stored gas. Downstream supplies are generally those sources of
gas that are within the distribution company’ s service territory and do nat require delivery by an
interstate pipeline. Berkshire' s downstream resources include the Whately LNG and propane.
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Sch. IMB-6 and Exh. AG-6.

The Attorney General presented rebuttal testimony of Mr. Paul Chernick of
Resource Insight, Inc. to refute the Company’s claims regarding the propriety and simplicity of
the proposed MBA alocators. Given Mr. Chernick’s consistent and undisputed testimony
regarding the subjective judgements required to compute MBA allocators; as well asthe
unnecessary complexity the use of even simplified MBA alocators introduces into the tenuous
CGA review process, as discussed below, the Attorney General continues to oppose the adoption
of the MBA allocator. The Attorney Genera urges the Department, at this time during the
transition to competitive retail market, to deny the Company’ s proposal for load factor based
CGA rates and open an investigation into the operation of all gas utility CGAsto determine the
most appropriate way to price natural gas as a default service in a competitive market.

3. THE PROPRIETY OF USING MBA ALLOCATORS

“Competition” is the Company’s main rationale for its MBA proposal. According
to Mr. Harrison, continued reliance on the Proportional Responsibility allocation method and
seasonal CGA will provide an unfair advantage to marketers who compete for high load factor
loads; thus leading to migration based on “cherry picking”. Exh. BG-19, p. 7. Aspointed out by
Mr. Chernick, there is no relationship between the Company’ s proposed allocators and
competitive pricing. It is not clear that there is a problem®, not clear that MBA woud match
market conditions any better than the PR (see discussion below of Mr. Harrison’s hypothetical),
and not clear that the Company’ s proposed “load-factor CGAC” would solve any problem.

However, the Company’s MBA might introduce serious inequities, especially considering the

% According to data supplied showing migration over the past several years it appears that
the high prices of recent several years has spurred migration even under the average, seasonal
CGA.
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lack of opportunity for review.

Tr. 17,

Mr. Chernick points out:
1 The Company’s MBA is not based on market prices

...the Company has proposed a mix-and-match approach, which may or may not
depend on historic prices, may or may not raise rates to low-L F customers and
may or may not be much different from the PR allocator, but has nothing directly
to do with market pricing and does not accurately reflect utility cost incurrence.
Exh. AG-7, p.3.

Furthermore, it failsto reflect market prices by thesimple fact that it includes
only utility costs, not competitive suppliers costs. Utility costs can be higher or
lower than the market. /d. at 15.

2. Migration is not necessarily undesirable.

The objective should na be to retain the high-LF customers; it should be toretain
them at a margin or lose them. The Company should endeavor to priceal!
customers correctly, not to subsidize one class of customers at the expense of
another and to the detriment of the developing competitive market. /d. at 14.

In terms of regulatory goal, if the Department wants to encourage a competitive
market for gas supply and wants to gradually get the LDCs out of the gas-supply
business and have them just be distribution companies, then migration is the path
to that end. That's a determination that the Commission hasto make. If the
Commission didn't want marketers to be competing with the utilities, | don't know
why it would have put retail accessin place in thefirst place. But if it wants
competition, then it has to accept migration.

pp. 1981-1982.

3. The Company exaggeates what it would be up against in “the market.”

Contrary to the assumption underlying the Company’s MBA approach, the
marketer does not have the ability to procure an exact quantity of the lowed cost
resource at all times for the base use portion of a customer’sload. In order to
meet the prices developed by the Company’s MBA method for the Company’s
definition of “base use,” a marketer would have to:

acquire sufficient resources to meet potential changes in base use and then
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absorb the costs of any resources in excess of actual use;

price sales for base use as though it had a 100% load factor, and provide
additional capacity required by thisload without charge;

share margins on interruptible sales with the “base use” sales, even though
those sales would not pay for enough capacity to support their own use, let
aloneinterruptible sales;

charge no additional margin or profit on “base-load” salesto cover any of
the above costs, or to compensate for the risk that the “base-load” sales
will decline due to customer operating levels and changes in gas supplier.

It isunlikely that marketer’ s would choose to assume these costs and risks and
absorb the resulting losses for any length of time. 7d. at 17.

4. The Company has not demonstrated that the MBA would match market
conditions any better than the PR.

The Company’s attempt to prove its claim is based on an irrelevant hypothetical
that does not even compare “market price” with any of the allocation methods
that are actually at issue in this case: hisMBA approach, the PR approach, or the
pricing method the Company has actually been using. In addition, the
hypothetical is based onan unrealistic view of the gas market and an over-
simplified view of the costs to the utility and to the marketer of supplying gas.
When Mr. Chernick expanded the Company’ s hypothetical to compare a PR
approach with the Company’s MBA, as he best understood it, under either the
MBA or the PR allocator the marketer’s price would not be competitive and the
customers would stay with the Company. Exh. AG-7, pp.18-109.

5. Company’s proposal would not eliminate the problem of cherry-picking, if itis
aproblem:

...under the company’ sproposal each customer within not just arate classbut a
whole group of high-load-factor rate classes, for example, would be paying the
same CGA, and therefore. . . the ones that happen to be cheapest within that
group would still be subject to cherry-picking. Tr. 17, p. 1918.

6. Acceptance of the Company’s proposal would permit the Company to assign
and price resources arbitrarily so asto undersell the marketers due to the
complexities highlighted below.

d. Complexities and Inaccuracies Introduced by the MBA
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The Attorney General’ switness Mr. Paul Chernick, isfamiliar with the theory and
computations involved in the devel opment of MBA allocators, having reviewed the
computations and applications in both the 1996 Fall River and Essex cases. Mr. Chernick, after
significant effort to unwind the complex calculations and the less than transparent application of
Mr. Harrison’s MBA alocators, concluded that the proposal is not based on arealistic model of
the design, planning and operation of a gas system, would tend to underprice base load use and
allocate excessive costs to low-load-factor loads, and relies on a methodol ogy that is too
complex, given the numerous judgements that are incorporated in the development of the
allocators, to be adequately reviewed in either the compliance filing or during atraditional CGA
filing and approval process. Exh. AG-7, p. 4, Tr. 17, pp. 1901-1902.

1. The MBA allocators are based on unrealistic and biased assumptions:

The company arbitrarily, and | think illogically, assumes that more expensive gas
is necessary to fill storage than the gas that’ s used by base load customers on the
sameday. It just assumesthat. No basis, no rationale for it at all; just customers
use in May, June, August, that’s somehow cheaper than the gas that’ s being put
into storage on the same hot days. Tr. 17, pp. 1947-1948.

The Company’s MBA understates the capacity requirements of base use by
treating the average daily demand in a month as though it were the same every
day. Exh. AG-7, p. 4and Tr. 17, pp. 1946-1947. Mr. Harrison acknowledges that
base use uses more capacity to meet its daily load fluctuations than it pays for
under the Company’s MBA approach. Tr. 17, pp. 1733-1744. Furthermore, this
inequity is exacerbated-- under Mr. Harrison’s cost assignments, the base use
receives cheaper gas and the remaining load receives more expensive gas for
Injection to storage even though the remaining load is paying for the capacity.

The MBA understates the base-load cost by assigning to the remaining load all
costs resulting from real world complications—excess capacity, planning risks and
errors, the value of diversity (for reliability andto take advantage of price
fluctuations), and the need for back-up supplies. Exh. AG-7, pp. 15-17, 20.

Mr. Harrison allocates remaining capacity costs torate classes based on thesingle
design peak day (net of base use), clearly in appropriate for pipeline and storage
capacity. The utility acguires pipeline and storage resources with high capacity
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costs an low commodity costs to meet |oad that must be met many days of most

years. Exh. AG-7, pp. 21-22 and Tr. 17, 1948.
The Company allocates ashare of interruptible margins to “base use”
consumption, even though base use is not allocated the resources that
could serve interruptible sales. Exh. AG-7, p. 23. Mr. Harrison agrees
that interruptible sales margins should be allocated on the basis of the
remaining demand. Tr. 15, p. 1728.

2. The MBA Methodology is Complex and Involves Many Subjective

Judgements:
Mr. Chernick testified that the MBA alocations “... can have a significant
impact on rates and involve a complex calculation that requires many
subj ective judgements about the categorization of send out and gas
supplies and about the assignments of supplies and costs. ....(A)approval
by the Department of thisproposal would give the Company too much
discretionin gas pricing.” Exh. AG-7, p. 4.
Since Mr. Chernick prepared his testimony he learned that the Company
was proposing to come inwith a completely new CGA calculation , based
on new methodologies, based on new projected data, none of which the
Department or the partieshave seen before, in acompliance filing in this
proceeding—essentially asking the Commissionto remove all control over
the Company’ s allocation of approximately 50% of the Company’s costs.
Tr. 17, pp. 1901-1902.

e. Recommendation

For all of the reasons stated above, the Attorney General recommends that the
Department refrain from accepting the load factor based CGAs as proposed by the Company.
The Attorney General urges the Department to open an a generic proceeding to determine the
most appropriate way for al local distribution companies to set default service gas prices, during
the transition to a fully competitive gas market in Massachusetts. Should the Department find
that it must adopt load factor CGAs for Berkshire, the Attorney General believes that the
Department should reserve the implementation of aload factor CGA until the Company, the
Department and other interested parties have had an opportunity to explore alternatives or
maodifications to the Company’ s proposed load factor calculations that are to be revealed in its

compliance filing. Thisfurther investigation could be accomplished by opening a second phase
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of this docket.

B. PCM Proposal Is Too Flexible and Contravenes Department
Precedent

The Company filed its proposed PBR compliance plan as a set of Terms and
Conditions, Exh. BG-24, Exhibit KLZ-1 sponsored by Ms. Zink. As Ms. Zink explains, after
base rates established in this case are frozen for 31 months® they will be adjusted annually®
according to aset formula The formula adjusts the previous year’ s inflation rate, as measured
by the Gross Domestic Product Price Index (chain weighted) (“GDPPI™), by an “enhanced”
productivity off-set of 1%. The resulting price cap adjustment factor® used to establish the price

cap for the following year’s rates effective on September 1 beginning in 2004%. The Company

%" Throughout the ten year proposed Price Cap Plan base rates may be adjusted for
exogenous costs. Exh. BG-21, pp. 13-14. The Company’s intent to include adjustments for
exogenous costs during the rate freeze period, but not adjustments related to Service Quality
performance (Tr. 3, pp. 396-397) isinequitableand contrary to the spirit of the Department’s
rulingsin the Service Quality dockets:

To facilitate a speedy transition to these guidelines, however, the Department directs
each electric and local gas distribution company to begin collecting, as of the date of this
Order, all the data necessary to implement a SQ plan based on these guidelines.
Service Quality Standards, D.T.E. 99-84 (2001). The Department should not permit the
Company’s proposal to delay the implementation of its Service Quality Plan beyond 2002, the
implementation date for other Massachusetts utilities.

¥ The PCM Terms and Condtions may be read to allow the Company to initially incorporate
the affects of inflation during the 31 month rate freeze period. This should not be allowed-the
rate freeze truly would be a sham, smply a deferral and accumulation of rate increases.

¥ The Company’s proposd converts exogenous and service quality adjustments to
percentage factors and incorporates these in its price cap adjustment rate. Exh. BG-23, Exhibit
KLZ-1, p. 6, Exh. AG-9-2, and Tr. 3, pp. 302-304.

“ 1t should be noted that the Terms and Conditions do not specify whether the Company will
be using calendar year revenues to establish the revenue base to which the annual price cap
applies. The Attorney General urges the Department to require the PCM implemented using
calendar year datain order to expedite the review process by having available publicaly filed
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proposes to apply the price cap adjustment factor tothe prior year prices/rates and design each
class srates for the next year so that rates will increase or decrease at the price cap rate. The
Company further proposes that it have the discretion to allocate each class s increase or decrease
in such away that individual rate elements would not change by more than the rate of inflation.
Should there be an adjustment for exogenous costs, the rate components would change at rate no
more than the rate provided in the price-cap formula. 1d., pp. 2-4.

During cross examination and in responses to data and record requests Ms. Zink
and Dr. Gordon fleshed out the rate design provisions of the PCM. From all the information
provided it is unclear exactly what the Company’s PCM pricing provisions are. According to the
language of the PCM Terms and Conditions, “Berkshire shall be authorized to allocate the
particular price cap increase or decrease within aclass at its discretion solong as no rate
component increases by more than the rate of inflation (Boston Gas, D.P.U. 96-50, p. 332)...the
limitation just described ensures that, absent Exogenous Cost recovery, no individual rate
component shall increase by greater than the rate of inflation during the term of the plan.”  Exh.
BG-24, Exhibit KLZ-1, p. 4. It is clear from this language that the Company intended to portray
their proposal as being in complete compliance with the rate design provisons of the Boston Gas
Company Plan, although the Company’ s proposal does not include the provision that no rate
class sincrease may exceed the price cap rate, as was the Department’ s requirement in the
Boston Gas PBR plan. Boston Gas Company, D.P.U. 96-50, pp. 326-334 (Department acoepts
Company’ s withdrawal of proposed interclass pricing flexibility and rules on intraclass pricing
flexibility).

During cross examination, Ms. Zink states that “...no one class could have their

datafor comparison purposes (ie., Annual Returns to the Department and SEC filings).
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rates increase by more than the rate of inflation. The only classes that would be increased up to
the rate of inflation would be those classes that are not at or near their equalized rates of return,
as calculated in our cost-of-service study...” Tr. 3, p. 305. Ms. Zink goes on to describe how the
Company would look at customers that are not at their equalized rates of return and evaluate
increasing their rates by up to the rate of inflation; while at the same time possibly decreasing
rates* to customers that “...would really impact all customer classes if they were to leave our
system.” Id. at pp. 305-306. Dr. Gordon holds a somewhat different view of how pricing
flexibility should work. Dr. Gordon believes that pricing flexibility would allow a company to
charge “...lower-than-normal rates to large customers who are possibly in danger of leaving the
system.” Tr. 8, p. 924. He continues—*By operation of the price cap plan, the company would
not be free to move any caosts away from that customer to other customers. The price cap plan
itself would prevent that.” Id. Dr. Gordon supports the proposed pricing flexibility because
“...therisk of making an error on the discount does lie with the shareholders, not with the other
customers...the virtue of the price cap type plan isthat if the management makes a mistake and
gives a discount to somebody who didn’t really need a discount, its their bottom line that eatsiit.”
1d.

The Department has long held that a discount given to one customer is not

recoverable from another.*”? Investigation by the Department on its own Motion to Revise the

1 Ms. Zink states that the marginal cost study would be the guidepost for “discounting”
rates, but as Dr. Gordon states, the marginal costs are generally used only for “temporary” load.
Tr.3, pp.335-337 and Tr. 8, pp. 926-927. Generdly, it isinappropriate to discount existing
customers to rates less than tariff rates for the obvious reasons that run the gamut from the
potential introduction of intra and/or interclass subsidies to the potential for discriminatory
pricing.

“2 Department has denied recovery of discounts from tariff rates. Massachusetts Electric
Company, D.P.U. 95-40 (1995); Boston Edison Company, Manufacturing Retention Rate,
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Standard of Review for Electric Contracts Filed Pursuant to G.L. c. 164, § 94, D.P.U./D.T.E. 96-
39-A (1998). The implementation of a price cap plan should not be cause for the Department to
changeits policy. The Company’s proposal appears to be at odds with both Dr. Gordon’s
position and Department precedent—there is no provision that would prohibit the Company from
reducing rates charged to one class or to individual customers and off-setting that reduction by
increasing rates to other customers as long as the increases did not result in rates increasi ng by
more than the rate of inflaion. Clearly thisin vidation of the Boston GasPBR guidelines as
well as being in conflict with the Department’ s precedent regarding discounts. /d. The
Department must require the Company redraft its PCM Terms and Conditionsin such away as
to eliminate this potential inequity aswell asto assure that the provisions are clear, and
consistent with those of Boston Gas Company’s PBR rate design guiddines.

C. RATE DESIGN

The Company proposesseveral significant changes to the existing rate
structure—elimination of the seasonality of rates charged residential and certain commercial and
industrial customer classes, elimination of the existing Quasi-firm rates that have been closed
since the Company’sinitial unbundling of ratesin November, 1998, introduction of therm
billing, and introduction of load factor CGAS, as discussed above. In the actual design of the
Company’sratesit relieson the Cost of Service Sudies performed by Mr. Normand and Mr.

Harrison. Mr. Normand performs the accounting or fully allocated embedded cost of service

Department Letter Order dated February 28, 1995; and Fitchburg Gas and Electric Light
Company, EC 95-19, Letter Order dated October 25, 1995. The Attorney General urgesthe
Department to continue to apply this precedent in the Company’s case not only asit relates to the
PCM plan but also asit relates to the Company’ s proposed adjustment for the loss of
approximately $90,000 in annual revenues due to the Company’ s agreement to discount its rates.
Tr. 11, pp.1291-1295.
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studies and Mr. Harrison the marginal cost studies. Exh. BG-17, Schs. PMN 3,4, 5and 8
(Accounting Cost Studies) and Exh. BG-20, Sch. JLH-4 (Marginal Cost Studies).

Beginning with the costs and revenues determined by Mr. Kruszyna (Exh. BG-6,
Sch. JJK-2), Mr. Normand devel ops and applies allocation factors to spread costs to each of the
Company’srate classes. Exh. BG-15, p. 9. Aspart of the allocation process, Mr. Normand
produces cost studies that functionalize costs into the components related to the distribution or
delivery function, customer charge function, and the production or supply function. Base rates
are designed to recover costs related to the delivery and customer charge functions. Gas supply
costs are recovered through the Company’s CGA.

In designing the Compary’ s proposed rates Mr. Normand begins with the fully
allocated costs (the totd revenue requirement is read to each rate class) that incorporate
equalized rates of return-in other words, each class' s revenue requiremert is determined based
on that class generating the Company’ s proposed rate of return. Class revenue targets were
developed in such away that no class received anincrease greater than 125% of the overall
increase requested by the Company or 11% (125% of 9%) and no class would receive less than a
5% increase. Id. a 24. Low Income rates were set to have the customer charges discounted by
20% and usage rates 40% from the related undiscounted residential rates. The discount was
spread to the other classes using rate base as the allocator.

Using the marginal cost gudies as aguide, Mr. Normand set the customer
charges for low use customers (residential, G-41and G-51) at alevel less than the capped
increase of 11% and increased the large use classes (G-42, G-43, G-52, G-53 and T-54) at
significantly higher percentage increases, using the rationale that the high use classes are not as
sensitive to fixed charges as the lower use classes. Id. at 30-31. The seasonality of the current
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rates is maintained for the high use classes, and eliminated for the low use customer
classes—because, according to Mr. Normand, mast of the cost to serve the low use customersis
fixed and does not vary with the season. /d. at 26.

Each class' s revenue requirement that remains after the customer chargeis
established was used to set the volumetric component rates. For the existing blocked rates,
block usage levels were established such that at least half the customersin each class, excluding
zero use customers, were billed in the terminal or tail block. Tail block rates were set based on
the marginal cost study and the remaining revenue requirement for each class was used to set the
initial block rate. Id. at 27-28.

Mr. Normand provided hill impact analyses for each of the existing rate classes
showing the impact on monthly customer bills for the peak, off peak and an average annual bill.
Exh. BG-16, Sch. PMN-7. These analyses use, as comparison rates, thecurrent distribution rates
with the most recent CGA rates for the peak and off peak periods and compare these charges to
the proposed distribution rates with CGA ratesbased on test year gas costs. To the extent that
test year gas costs are not representative of the rate period costs to be included in the CGA at the
time the proposed distribution rates are to be implemented, the bill impact analyses are
somewhat misleading. The Company did provide a break down of bill impacts by component
and season in response to a Department request. DTE-RR-52 (b). The component analyses
show that proposed base distribution rate increases are significant—residential impacts range
from over 27% in the off peak for non-heating customers (R-1) at the 50" percentile, an almost
$5.00/month increase to over 12% for heating customers (R-3) at the 50™ percentile, an
$8.00/month increase. Low use commercia customers bill impacts are significantly steeper.
High use customers, however, fare much better—experiencing bill decreases on an annual basis.
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The Attorney General recognizes that these impects are based on proposead rates and that
Department decision may result in a substantially diminished revenue requirement and
resultingly, lower bill impacts. Even with that potential dampening affect, the Attorney General
urges the Department to require that the Company provide not only the equivalent of bill impact
analyses provided in regponse to DTE-RR-52 (b) as part of its compliancefiling but also to
incorporate the CGA fectors that will be either be in effect on February 1, 2002 or the proposed
CGA factorsfor effect February 1, 2002 as ordered by the Department in this case in order that
all parties may review the real bill impacts to the greatest and most realistic extent possible.
Given the host of complex adjustments and issues associated with the proposed unbundled rates,
the Attorney General also urges that the Department schedule a technical session for not earlier
than one week from the date of the receipt of the Company’s compliance filing so asto provide
all parties with sufficient opportunity to review the Company’s compliance filing. The
Company has agreed to file unbundled and functionalized cost of service studies and should be
required to file updated rate design worksheets as well as all supporting workpapers, calculations
and explanations of all calculations supporting the filed rates, in addition to the bill impacts
specified above.

D. INAPPROPRIATE ADJUSTMENTS

The Company proposed two adjustment in the rate design section of its filing—an
increase in the number of Low Income customers and an increase in the revenue deficiency due
to the removal of the test year LBRs. Exh. BG-22, p. 36, Exh. BG-15, p. 28, Exh. BG-17, Sched.
PMN-6, Exh. DOER-1-19 (LBR increase in revenue requirement does nat appear in Mr.
Kruszyna's cost of service). Both these adjustments are inappropriate and should not have been
buried in the Company’ srate design sections. All cost of service and revenue deficiency
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calculations should be presented clearly by the Company’s cost of service witness. The
Company has withdrawn the LBR adjustment and normally the Attorney General would not
discuss a correction on brief; but he must in this case in order urge the Department to put the
Company on notice that this type of back door adjustment will not be condoned in the future.
Regarding the Low Income customer adjustment, the Department has not
accepted this type of post test year adjustment® and should not in this case-there is no evidence
that the rate year numbers of Low Income customers will be significantly different from those of
thetest year. The only data provided to support the adjustment shows that though there appears
to be an increase in the number of low income customers since the end of the test year, there
may be pattern where the number of low income customers may be the highest in the off peak
months and drop off during the peak. DTE-RR-50. Although this phenomenon is unexplained,
it indicates there is an ebb and flow of the number of low income customers. This conclusion is
supported by the Company’ s statement that of the 104 new R-4 customers added since the test
year 24 were no longer being served—clearly an indication of an ebb and flow. The Attorney
General submits that the Company has not provided sufficient support for increasing the number
of low income customers beyond the level of the teg year and therefore this adjustment should
be disallowed. Should the Department allow this adjustment, it must also increase the
Company’ stest year revenues to account for the number of new customers added since the end

of the test year.

“® Department precedent does not generally permit post-test year adjustments to customer
levels. “ ... wetypically decline to adjust test year revenues for post-tes year changesthat fall
within the normal “ebb and flow” of customers. Fitchburg Gas and Electric Light Company,
D.T.E. 99-118, pp. 16-17 (approving an adjustment for loss of customer post-test year asa
significant loss outsidethe normal ebb and flow) and p. 22 (denying adjustment for new
customers) (2001).
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VI. COST OF CAPITAL

A. INTRODUCTION

The cost of service includes areturn on rate base which provides the invegors of
the Company areturn on the net investment that they have made in the Company. Exh. BG-6,
Schedule JJK-1. The return compensates the debt holders, preferred stockholders, and common
stockholders. 1d., Schedule JJK-14. The dollar amount of the return is determined by
multiplying the dollar amount of rate base by the overall cost rate of these different costs of
capital weighted by the amount of each outstanding. Id. The different components of the overall
cost of capital will be analyzed below.

B. THE DEPARTMENT SHOULD DETERMINE THE EFFECTIVE

COST OF DEBT BASED ON THE AMOUNT OUTSTANDING AT
THE END OF THE TEST YEAR

The Company proposesto determine the effective cost rate associated with each
issue of debt based on the average amount outstanding over the term of each issue. Exh. BG-6,
Schedule JJK-14, p. 4, note (1). For three of the issues, the First Mortgage bond due 3/1/2019,
the Senior Note due 9/01/2020, and the Medium Term Note due 4/01/2004 this does not effect
the cost rate because the balance outstanding will not change over the lifetime of theissue. 7d.
However, for two of thedebt issues, the Medium Term Note due 9/30/2003 and the Senior Note
due 11/15/2021, the cost rate is effected by the paydown of the outstand ng balance over each
note’sterm. /d.

The Department’ s precedent regarding the determination of the cost of debtis

well settled. The rate isdetermined by adding the coupon to the annual amortization of issuance

costs and dividing by the balance outstanding at the end of thetest year. Cambridge Electric
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Light Company, D.P.U. 92-250, pp. 136-137 (1993); Berkshire Gas Company, D.P.U. 92-210, p.
114 (1993); and Massachusetts Electric Company, D.P.U. 92-78, pp. 91-92 (1992). This
methodology provides the best measure of the cod of the issue during the rate year, since it
incorporates the most recent costs in the numerator and the most recent outdanding balancesin
the denominator. AsMr. Moul recognized with regard to the Medium Term Note due
9/30/2003:

we' re looking to reflect costs during the first year of the rate-

effective period, and | felt that the forecast [for that period] was

appropriate in that regard. Tr. 5, p. 604.

Equally, the denominator should reflect that which is expected to be outstanding for the
rate year by using the year end balances of debt outstanding to determine the cost rate for the test
year.”

The Company’ s proposed cost of debt calculation fails to comply with the
Department’ s precedent, since it does not use thetest year end balance of debt outstanding to
determine the cost rate. Exh. BG-6, Schedule JK-14, p. 4, note (1). Using, in the denominator,
the average balance outstanding over the life time of the debt issue artificially inflates the
effective interest rate that will be incurred during the rate year in thiscase® The calculations
that correct the errorsin Mr. Moul’ s schedules by using the year-end balances of debt
outstanding to determine the effective cost rate are found in the Exhibit AG-RR-37. The

Department should use these cost rates for the Medium Term Note due 9/30/2003 and the Senior

Note due 11/15/2021.

* The Department’ s use of a capital structure and cost rates based on test year end balancesis
also consistent with the Department’ s use of test year-end rate base. Exh. BG-5, p.5.

45 Equally, the Department does not use the average balance of net plant ove its remaining life,
since this would effectively cut in half the rate base used to determine baserates.
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C. THE COST OF COMMON EQUITY

The cost of the Company’s common of equity is not readily measured in the
manner that its costs of debt and preferred stock are. The Company sponsored the testimony of
Mr. Paul Moul regarding the cost of common equity. Exh. BG-10, 11, and 12. Mr. Moul
performed two basic analyses of the cost of equity -- a Discounted Cash Flow analysis (“DCF”")
and a Risk Premium analysis and supplemented those analyses with a Capital Asset Pricing
Model analysis (“*CAPM”) and a Comparable Earnings analysis. Id., pp. 3- 4. Sincethe
Company does not issuecommon stock that is publicly held or traded, it isimpossible to
determine the market cost of equity for the Company’s stock using any market based approach.
Id. Therefore, Mr. Moul chose a group of companies that he deemed comparable in investment
risk to Berkshire Gas Company and performed his cost of equity analyses on this group of
companies to determine a cost of common equity for Berkshire Gas. Id.

Aswill be discussed below, Mr. Moul’ s methodol ogies are fundamentally flawed.
His cost of equity analyses grossly overstate the cost of capital for the barometer group as well
as the Company. However, appropriate corrections to his analyses, as are discussed below,
result in acost of common equity of 9.84 percent. Therefore, the Department should use a cost
of common equity no higher than 9.84 percent to determine the Company’ s revenue requirement

in this case.
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D. MR. MOUL’S DISCOUNTED CASH FLOW ANALYSIS
OVERSTATES THE COST OF COMMON EQUITY FOR THE
COMPARISON GROUP
1. INTRODUCTION
Mr. Moul performed a DCF analysis of agroup of comparison companies that he
deemed were comparable to the Company in terms of their investment risk. Exh. BG-10, pp. 27-
37. The economic theory underlying the application of the DCF analysisis that the market price
that an investor iswilling to pay for a share of common stock is equal to the present value of the

cash dividends and the proceeds from the sale of the investment when the investor sells the

stock. Id. p. 28. The DCF theory can be modeled by the following equation:

D
k S + g
P
where k = theinvestors required return on common equity;
D = thedividend per share paid in the next period;
P = the current market price per share of the common stock; and
g = theinvestors mean expected long-run growthrate in dividends paid

per share. Exh. BG-11, Appendix E. Some of the components of the model are easily measured
such as the current price and the current dividend in effect during the period. However, the
investors expectations of the growth in dividends over the next year and over the rest of the
investors' holding period are not directly measurable. Each of these components to the model

will be discussed below.
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2. THE DIVIDEND YIELD

The dividend yield component of the DCF model is determined by dividing the
indicated dividend by the current market price of the stock.”® Exh. BG-10, pp. 29-30. Using the
dividend yield based onthe information of one pant in time will result in avolatile yield that
will be susceptible to the peculiarities of “one day” events that might effect the market. /d. To
avoid any abnormalities associated with using “one day” information, it is appropriate to use the
average of several months of dividend yields. /d.

Mr. Moul provided the most recent twelve months of dividend yield information
for this comparison group’s common stock in his response to Exh. AG-RR-10 [Exh. BG-12, p.
13, Schedule 7, Update]. From this information, the most recent six month dividend yield
averageis 4.72 percent while the most recent twelve month average is 4.72 percent. Id. Based
on theseyields, a4.72 percent dividend yield adusted for the growth rate discussed below is an
appropriate basis for the Department to use in its analysis of the DCF modd.

3. GROWTH RATE

The growth rate used in the DCF model isthe investors mean expected long run
growth rate in dividends paid per share. Exh. BG-11, Appendix E, p. E-9 (“viewed initsinfinite
form, the DCF model is represented by the discounted value of an endless stream of growing
dividends.”). Sinceitisimpractical to measure dl of the investors expedations regarding their
growth rate estimates, it is necessary to use proxies for those expectations. These proxies
include historical and forecasted measures of dividends, earnings, and book value per share

growth rates as well as the growth rates from retained earnings. Mr. Moul provided some of

*® The indicated dividendis determined by annualizing the level of the current quarterly
dividend per share being paid.
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these proxies for the comparison group.

Ten-Year Five-Y ear Five-Year
Historical Historical Projected
Dividends Per Share 3.15% 3.25% 2.78%
Earnings Per Share 2.35 2.15 7.54 ¥
Book Value Per Share 4.00 423 6.83
Growth From
Retained Earnings 7.20

Exh. AG-RR-10, [Exh. BG-12, p. 1, Schedule 8, Update]]

As Mr. Moul has done timeand again, he has pulled his DCF growth rate
estimate out of the air, choosing the highest available estimates, ignoring all historical data, and
explicitly throwing out any negative data to determine his averages. The upward biasin his DCF
growth rate estimate is obvious. His growth rate estimate for the comparison group of 7.00
percent is 375 basis points above the historical dividend growth rate and 422 basis points above
the projected dividend growth rate. /d. This comparison by itself shows how inflated his
estimateis. Furthermore, his chosen methodology of basing the DCF growth rate estimate on
short-term earnings projections has not stood the test of time. In the Company’s last base rate
case D.P.U. 92-210, Mr. Moul estimated that the growth rate for a similar comparison group
would be 5.5 percent when in fact the dividends earnings and book value growth rates were all

less than four percent and below over the last tenyears.”® Compare Berkshire Gas Company,

*" The earnings per share five year forecast is the simply average of those statistics found on
Exh. AG-RR-10 [Exhibit BG-12, p. 15, Schedule 9 Update]

*®Note that these measures of growth occurred during one of the longest economic expansions
in U.S. history.
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D.P.U. 92-210, p. 125 (1993) and Exh. AG-RR-10, [Exh. BG-12, p. 1, Schedule 8, Update.] .
Furthermore, to put his estimate in perspective of the economy as awhole, Mr. Moul short-run
earnings growth rate estimate of 7 percent for his gas distribution companiesis 1.50 percent
higher then the 5.5 percent long-run consensus growth rate forecast of the overall economy.
Exh. AG-RR-7, p. 14, (“Nominal G.P. Consensus’ is 5.5% for 2003-2007 and 5.4% for 2008-
2012) .

Clearly, Mr. Moul’ s estimates based on the short-term earnings per share
forecasts is inflated, and should be rejected by the Department. Instead, the Department should
base its DCF growth rate on more reasonable growth rate proxies which areinline with historical
measures as Well as reasonable long-run forecast measures of growth. For instance, the
Department should consder that the average of the five-year historical and forecasted growth
rates in dividends per share yields a 3.02 percent growth rate. [ ( 3.25% + 2.78% ) / 2]. Exh.
AG-RR-10, [Exh. BG-12, p. 1, Schedule 8, Update.] Averaging the five year historical and
forecasted growth ratesin earnings per share yidds a 4.85 percent growth rate. [ ( 2.15% +
7.54%)/2]. Id. And averaging the five year historical and forecasted growth rates in book
value per share yields a5.53 percent growth rate. [ (4.23% +6.83%)/2]. Id. Giventhese
averages, a 5.0 percent DCF growth rate would be a reasonabl e estimate of the DCF growth rate
that investors expect. Furthermore, it is certainly more inline with the 5.5 percent long-run
growth rate that is forecast for the economy. Exh. AG-RR-7, p. 14.

4. DCF SUMMARY

The Department should reject Mr. Moul’ s proposed DCF analysis for the reasons
discussed supra. As was discussed in the Dividend Yield section, an appropriate proxy for the
current dividend yield based on the latest information available is 4.72 percent. An appropriate
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DCF growth rate is 5.0 percent. Using these parameters, a DCF cost of common equity can be

determined:

Growth Rate
a 5.0%
Current Dividend Yield 4.72%
DCF Dividend Yield 4.84
Growth Rate 5.00
DCF Cost of Common Equity 9.84%

This DCF analysis provides a reasonabl e cost of equity estimate for Mr. Maoul’s

comparison group.

E. MR. MOUL’S CAPITAL ASSET PRICING MODEL ANALYSIS
MUST BE REJECTED BY THE DEPARTMENT

Mr. Moul performed a Capital Asset Pricing Model analysisto estimate the cost
of equity for his comparison group. Exh. BG-10, pp. 42-47 and Exh. BG-11, Appendix H. The
Department should reject Mr. Moul’s CAPM analysis based not only on his poor application of
the model in this case, but also for the reason that the assumptions underlying the CAPM depart
so substantially from the real world that they make the model totally useless for purposes of
determining the cost of common equity for a utility company.

1. INTRODUCTION
The CAPM isarisk premium approach used to determine the cost of assets. /d.

Like other risk premium approaches, it is based on the assumption that investors require a higher
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return on their investment for them to hold assets of greater risk. /d.. The CAPM approach
breaks the total risk of an asset into two components, systematic risk and unsystematic risk. 7d.,
p. Appendix H, p. H-1. Systematic risk represents the variability of the return on an investment
associated with the effect of economy-wide forces (e.g. information and interest levels). 1d.
Unsystematic risk, on the other hand, represents the risk associated with asset specific risks (e.g.
risks that are specific to aparticular company like industry competition andthe quality of a
company’s management). Id. Portfolio theory assumes that an asset is evaluated in the context
of awell-diversified portfolio where the unsystematic risks associated with individual assets
cancel each other out. Id. Under the same theory, since unsystematic risk can be diversified
away by holding awell diversified portfolio, the only risk the CAPM model use should be
concerned with is the amount of systematic risk associated with the asset. Id.

The CAPM measures the systematic risk of an asset with factor known as beta.
Id., pp. H-2 - H-3. The Model defines the beta value of all assets, on average, as equal to 1.0.
Id. Inthe Model, an asset with a beta of 1.0 will have areturn which will have variations equal
to the variability of the returns of the market asawhole. /d. The price of an asset with a beta of
1.0 will increase by 10 percent when the market value as a whole increases by 10 percent. Id.
Conversdly, the asset’ s price will decrease by 10 percent when the market value goes down by
10 percent. Id. Furthermore, the price of an asset with a beta of 1.5 will increase by 15 percent
when the market increases 10 percent and decrease 15 percent when the market decreases 10
percent. Id. If the betais 0.5, the asset’s price will increase5 percent when the marke increase
10 percent, and it will decrease by 5 percent when the market decreases by 10 percent. Id.

The CAPM theory provides aformulato determinethe return on the asset that is
required by the market. Id. Theformulais asfollows:
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r=1f + b x rp
where r = the market required return on the asset;
rf = thereturn on risk-freeinvestments,

b = thebetaof the asset; and

rp the expected difference between the return on the market as

awhole and the return onthe risk-free asset.

Id. Thisisthe formulathat Mr. Moul used to perform his CAPM analysisin this case.
2. THE ASSUMPTIONS UNDERLYING THE CAPITAL ASSET PRICING
MODEL ARE SO UNREALISTIC THAT THE MODEL CANNOT BE

USED To DETERMINE THE COST OF CAPITAL FOR THE
COMPANY

The CAPM theory and the formula derived from the theory are based on many
assumptions, as will be discussed below. Although some of these underlying assumptions of the
CAPM aretruein thereal world, severa of them just do not hold true for the application of the
Model in the case of an investment in the comparison group’s common stock. Without these
assumptions that are fundamental to the CAPM, the use of the Model is inappropriate, and must
be rgjected by the Department.

The Department has found that the assumptions underlying the CAPM are too
“heroic” to make the application for a utility stock useful. Boston Gas Company, D.P.U. 96-50,
p. 125 (1996); Berkshire Gas Company; D.P.U. 92-210, pp.148-150 (1993); Boston Gas
Company, D.P.U. 92-78, p. 113 (1992); Boston Gas Company, 88-67 (Phase), p. 184 (1988);
Commonwealth Electric Company, D.P.U. 956, pp. 54-55 (1982). Specificaly, the Department
found in Commonwealth Electric Company that the following assumptions are too unrealistic for
anyone to seriously corsider:

(D) investors can borrow and lend an unlimited amourt of money at arisk-free
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rate;

2 Investors eval uate equity/security portfolios according to the means and
standard deviations of portfolio returns;

(©)) there are no income taxes, and
4) investors are “single period expected utility of terminal wealth
maximizers’ -- that isa 100 percent liquidating dividend is paid at the
end of the period.
1d., p54. [emphasis added]. Clearly, the assumptions of a world with unlimited investor
borrowing capacity and no income taxes is one that investors would find highly desirable, but
simply does not exist. Furthermore, the assumptions try to fit all investorsinto one neat package
to conform to the Model requirements. The requirements that investors evaluate their portfolio
returns and liquidate their investments at the end of the holding period obviously cannot contain
the many different investors with many different analysis techniques and investment
requirementsinto one model. Mr. Moul’ s analysisnever attempts to addressany of these
fundamental problems with these assumptions of the Model. For this reason alone, the
Department should reject the use of the CAPM analysis as a methodol ogy for determining the
cost of equity for utilities asit has donein the past. /d.
Mr. Moul’s CAPM analydsisalso flawed inits appication. Mr. Moul’s
application of the CAPM assumes that all investors have a 30-year investment horizon, since he
used 30-year U.S. Treasury Bonds as the basis for hisanalysis. Exh. BG-10, p. 45.*° Of course

other investors have infinitely many investment horizons that will cause different return

requirements. For instance, if one assumes that investors had afive-year investment horizon,

*Infact, given the recent announcement by the federal reserve that it will no longer be issuing
the 30-year U.S. Treasury Bonds, Mr. Moul’ swhole CAPM analysis based on the those bonds
should be rejected by Department.
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then their CAPM required return would be as follows:

CAPM Cost of Equity For
Five-Year Investment Horizon
Five-Year Yield 4.66%
Equity Risk Premium
Over Five-Year Yidelds 8.20
Beta 0.72
Required Cost of Equity 10.57%

See Exh. AG-RR-10, [ Exhibit BG-12, p. 24, Schedule 12, Update ] and AG-6, Table 9-2.
Furthermore, if one assumes that investors had a thirty day investment horizon, then their CAPM

reguired return would be as follows:

CAPM Cost of Equity For
Thirty-Day Investment Horizon
Thirty Day Yields 2.50%
Equity Risk Premium
Over Thirty-Day Yields 9.10
Beta 0.72
Required Cost of Equity 9.05%

Id.

Thus, for any investorsshort of the thirty year investment horizon used by Mr. Moul, itis
clear that their required returns are significantly less than the 12.69 percent return that he uses as
the recommendation from his CAPM analysis.

For al of the above reasons, the Department should reject Mr. Moul’s CAPM
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analysis.

F. MR. MOUL’S COMPARABLE EARNINGS ANALYSIS SHOULD
BE REJECTED BY THE DEPARTMENT

Mr. Moul aso performed a Comparable Earnings anaysis. Exh. BG-10, pp. 47-
5l1and Exh. BG-11, Appendix |. He bases thiscomparable earnings andysis on certain stock
indicators used by Value Line Investment Survey. Exh. BG-10, pp. 49-50. The use of the
Comparable Earnings approach has been resound ngly rejected by the Department time and time
again. Boston Gas Company, D.P.U. 96-50, pp. 131-132 (1996); Cambridge Electric Light
Company, D.P.U. 92-250, pp. 160-161 (1993); Bay State Gas Company, D.P.U. 92-111, pp.
280-281 (1993); Berkshire Gas Company, D.P.U. 92-210, p. 155 (193); and Berkshire Gas
Company, D.P.U. 905, pp. 48-49 (1982). For instance, in D.P.U. 905, the Department
specifically rejected Mr. Moul’ s use of the Comparable Earnings Approach because it found the
results unreliable since the earned return on common equity did not necessarily equal the
companies cost of capital. and Berkshire Gas Company, D.P.U. 905, pp. 48-49 (1982) citing
Boston Edison Company, D.P.U. 19991, p. 56 (1979). Mr. Moul has provided not reason in this
case for the Department to change its well-founded precedent. Therefore the Department should
reject Mr. Moul’ s Comparable Earnings analysis, since its results are unrdiable.

G. MR. MOUL’S RISK PREMIUM ANALYSIS SHOULD BE
REJECTED BY THE DEPARTMENT

Mr. Moul aso provided his usual Risk Premium Analysis. Exh. BG-10, pp. 37-42
and Exh. BG-11, Appendix G. Although he represents this methodology as a separate and
distinct analysis from the CAPM analysis, it is esentially the same analyss. The cost of equity
capital isequal to the yield on utility bonds plus an equity risk premium. Id. Hisrisk premium
analysis substitutes utility bonds for U.S. Treasury bonds and he substitutes the Standard and
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Poors utility index for the stock market return. Id.

The Department has reviewed and rejected Risk Premium analyses like Mr.
Moul’s may times before. See Boston Gas Company, D.P.U. 96-50, p. 128; Massachusetts
Electric Company, D.P.U. 95-40, p. 97 (1995); Boston Gas Company, D.P.U. 93-60, p. 261
(1993); Bay State Gas Company, D.P.U. 92-111, pp. 265-266; Berkshire Gas Company, D.P.U.
92-210, pp. 138-139 (1993); and Berkshire Gas Company, D.P.U. 90-121, p. 171 (1991) Each
time the Department has found that the risk premium approach overstates the amount of
company-specific risk and, therefore, overstates the cost of equity. 7d. The Company has
provided no new analyses and no new argument to change this simple fact. Therefore, the
Department should reject Mr. Moul’ s Risk Premium analysis, here asit has donein all of the

other cases. Id.

H. MR. MOUL’S RISK ANALYSIS AND RISK ADJUSTMENTS
SHOULD BE REJECTED BY THE DEPARTMENT

Mr. Moul labors hard in this case to find reasons toincrease his cost of equity
recommendations by creaing brand new adjustments to the results of analyses based on specific
cost or risk factors that he now deems worthy of measuring. These adjustments increase the cost
of equity for his comparison group, and ultimately for the Company. These adjustmentsinclude
his market to book ratio adjustment applied to hisDCF analysis which inflates his DCF results
by 95 basis points. Exh. BG-10, pp. 34-37. They also includes his leveraging and unleveraging
the betas used in his CAPM analysis which inflates the results of the CAPM by 134 basis points
or 1.34 percent [ ( 0.72 - 0.59 ) x 10.34% ]. Exh.BG-10, pp. 45-46. Y4, Mr. Moul ignores

what is probable the most important single factor that investors consider when investing in the
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companies in the comparison group -- the non-utility businesses that the companies are
involved in that increase the risk for these companies.

The Department is setting rates for the regulated gas distribution business. Tr. 5,
pp. 565-566. Therefore, the allowed return on common equity should reflect only the market
required return for that business. However, as each of the companiesin Mr. Moul’ s comparison
group isinvested in other non-utility businesses, their costs of equity for the overall operations
of the corporations will diverge from that of the utility operations. Whether the non-utility
businesses are oil and gas exploration or power generation marketers, these other businesses
have higher required returns on common equity. The Value Line Investment Survey explicitly
recognizes the higher risks and expected return requirements associated with these other
businesses in warning customers not to invest inthose companies with such businesses:

Gas utilities have traditionally been considered defensive, income

oriented stocks. But that picture is changing somewhat as

distribution companiesexpand into non-regulaed businesses. It

has become increasingly important to examine stodks on an

individual basisin thisindustry before making a commitment. For

as companies move into different activities, there will likely be

greater variances in the total-return performances of these issues

with different levels of risk.

Risk-averse investors focused on income should stick with those companies in

thisindustry that remainin the regulated gas-digribution business. Distributors

that are expanding into non-regulated businesses do have better growth potential,
but their earnings and stock prices are becoming more volatile. Also, the
dividend yields are likdy to drop over time, as these companies retain more
earnings to invest back into their operations.
Tr. 5, pp. 656-657.
Yet, Mr. Moul completely ignores this critical factor. Why ? Because to makean
adjustment to compensate for these risks would lower the cost of capital for the regulated gas

distribution business. The clear biasin Mr. Moul' s analysis and adjustments by themselves
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should cause the Department to reject his cost of capital recommendations.

L. RECOMMENDATIONS

For al of the above reasons the Department should reject the recommendations
regarding the cost of capital of Mr. Moul. Instead, the Department should determine the cost of
common equity based on aDCF analysis that resultsin a 9.84 percent allowed return. See
Section 2, supra.

J. DEPRECIATION EXPENSE

The Company sponsored the testimony of James H. Aikman regarding the
depreciation accrual rates for the Company’ s plant in service. Exh. BG-13 and Exh. BG-14. Mr.
Aikman performed an actuarial study of the useful lives and a study of the net salvage values of
each plant account. Id. (See Study date September 11, 2000.) As will be discussed below,
several of Mr. Aikman’s life analyses are flawed and should be rejected by the Department.

1. ACCOUNT 305 — MANUFACTURED GAS PRODUCTION PLANT
STRUCTURES AND IMPROVEMENTS

Mr. Aikman recommends using a 40 year life for Account 305 — Structures and
Improvements and 34 years for the new Whately LNG Facility (the “non-Whately Facilities’).
Id. p. 6and Tr. 10, pp. 1099-1108. Mr. Aikman based the non-Whately lifeon the actuarial
studies while he calculaed the life for the Whately Facility by estimating the average service life
of the individual units of property associated with that facility. /d.

Mr. Aikman's analysis mixes and matches service life estimates to artificially (an
inappropriately) reduce the average service lifeof the Whately LNG Facility. Mr. Aikman relies
on the overall 40-year actuarial life analysis results of al of the units of property at the old non-

Whately plant in Account 305 as the starting point of his analysis of the Whately Facility. 7d.
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Then, he averages down that number by identifying certain units of property that have shorter
lives to reduce the overall average for the new facility. Id. Of course, to be consident, if Mr.
Aikman is going to rely on the overall 40 year life of all of the units of property for the non-
Whately facilities, he must use the whole of the account at 40 years and apply it to all of the
units of property at the new Whately Facility. Therefore, the Department should reject Mr.
Aikman’s 34 year life estimate for the Account 305— Whately LNG Facilities and instead use
the 40 year life as he has for the Company’ s non-Whately facilities in that account.

2. ACCOUNT 319.10 — GAS MIXING EQUIPMENT — WHATELY LNG
FaciLity

Mr. Aikman recommends using a 24 year life for Account 319.10 — Gas Mixing
Equipment associated with the Whately LNG Facility. Id. Here again, Mr. Aikman' s analysis
mixes and matches service life estimates to artificially and inappropriately reduce the average
service life of the Whately LNG Facility. Id. Mr. Aikman relies on theoverall 25-year actuarid
life analysisresults of all of the units of property at the old non-Whately plant in Account 319.10
asthe starting point of hisanalysis of the Whately Facility. /d. Then, he averages down that
number by identifying certain units of property that have shorter lives to reduce the overall
average for the new facility.®® Id. Again, to be consistent, if Mr. Aikman is going to rely on the
overall lifeof all of the units of property for the non-Whately facilities, hemust use that whole
number of 25 years and apply it to all of the units of property at the new Whately Facility.
Therefore, the Department should reject Mr. Aikman’'s 24 year life estimate for the Account

319.10 — Whately LNG Facilities and instead usethe 25 year life as he has for the Company’s

% Certainly, one could find units of property at these sites that have useful lives greater than
40 years. Failureto specifically identify these and include them in the calculation bias Mr.
Aikman’s analyses towards shorter lives.
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non-Whately facilitiesinthat account.

3. ACCOUNT 367 — MAINS

The Company proposes to use a 60 year life for Account 367 —Mains. Id., p. 9.

While the Attorney Geneaa does not recommend a change in the recommended life at thistime,
he does recommend that the Department order Berkshire Gas Company as wdl as all the other
gas distribution companiesin this state to analyze their mains and services by materia type (e.g.
uncoated steel, coated steel, and plastic) so that the Department can have a better analysis of the
lives of each material and their effect on the overall weighted average life of the mains and
services accounts. The Attorney General believes thisisimportant information for the
Department to acquire. The results of more recent sudies indicate that the new materials are
having a dramatic effect on the average service life, as would be expected with materials like
coated steel and plastic. Early retirements of uncoated pipes have significantly decreased service
life estimates. New materials seemsto be reversingthe trend. Therefore, the Department should
order the Company’s acoount for the lives of the various material types of mans and services
separately. Thiswouldresult in a more accurate depreciation rate.

4. ACCOUNTS 380 — SERVICES

The Company proposes to use a 38 year average service life for Account 380 —

Services. Id., p. 10. Thisaverage srvice lifeis based on the Company’s recent actuarial
analyses. Id. However, the 38 year average service life for Account 380 — Services has been
dramatically impacted by the defective materials used to make the services that the Company
installed. AsMr. Aikman clearly states:

One consideration in the process of deciding

whether to replace a service is the Company

practice of retiring any service which is older than
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45 years.

Id. The Company conceded that this early retirement program for services was as the

result of the Company installing services that were made with defective materials. Exh. AG-14-

3 and Exh. AG-RR-43. Specifically, the Company found determined that the coating on the

pipeswasfailing. /d. However, after the Company determined the defect in the materialsin the

services, the Company failed to do anything to recover or limit the replacement cost of these

defective products. 1d.

Customers should not be burdened with the costs associated with the imprudent

acts of the utility.

For costs a company seeks to recover in rates, the
expenditures must be prudently incurred, and the
resulting plant must be used and useful in providing
serviceto ratepayers. Fitchburg Gas & Electric
Light Company, D.T.E. 98-51, at 12 (1998), Boston
Gas Company, D.P.U. 93-60, at 24 (1993). A
prudence review must determine whether the
utility's actions, based on all that it knew or should
of known at the time, were reasonable and prudent
in light of the circumstances that then existed.
D.T.E. 98-51, a 12. A determination of

reasonabl eness and prudence may not properly be
made on the basis of hindsight judgments, nor isit
appropriate for the Depatment merely to substitute
its own judgment for the management of the utility.
Attorney General v. Department of Public Utilities,
390 Mass. 208, 229 (1983). A prudence review
must base its findings on how a company
reasonably should haveresponded to the particular
circumstances and whether the company's actions
were in fact prudent in light of all the circumstances
that were known or reasonably should have been
known at the time the decision was made. DPU.
98-51 at 12.

Boston Edison Company, D.T.E. 98-119, p. 62 (1999). Clearly, the Company’sfailure to
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even attempt to recover the costs associated with these defective servicesis an imprudent action
for which the Company should not be allowed compensation.

The Department should order the Company to prepare for its next rate case a
specific study of the cogs and lives of these defective servicesin order to determine their effects
on the Company's costsand on the Company’ sraes. In the interim, the Department should use a
proxy 45 year average savice life for the Account 380 plant in order to ensure that customers are
not paying for the costs of these defective products. See Fitchburg Gas & Electric Light
Company, D.P.U. 98-51, pp. 87 (1998) (the latest depreciation study decided by the Department

for the 45 year life estimate.)
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VIII.

CONCLUSION

The Attorney General urges the Department to adopt the recommendations made

throughout this brief.
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